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Andrew Barr 


The Impact of Regulatory 
Agencies on Accounting and 


Auditing Developments 


Of all the governmental agencies which have played a part in the 
development of accounting and auditing practices and procedures, the 
Securities and Exchange Commission has undoubtedly exerted the most 
profound influence since its creation a quarter-century ago. In the 
process of setting forth requirements as to disclosure and accountability 
for representations relating to new security issues, the Commission has 
of necessity touched upon accounting practices. The SEC has insisted 
upon certain desirable standards of corporate accountabilities and dis- 
closures, and in establishing these standards it has been governed by 
considerations of the general public interest. The SEC has worked 
closely with the Accounting Procedures Committee of the American 
Institute of Certified Public Accountants in the formulation of state- 
ments of accounting practices, and if differences of opinion have devel- 
oped, efforts have been made to reconcile these differences.* 

Mr. Barr is Chief Accountant of the Securities and Exchange 
Commission. 


*This article is based upon a paper given by Mr. Barr as the fifth in a series of 
lectures on Accounting/Changing Patterns, sponsored by the Graduate School of 
Business of the University of Chicago in the fall of 1959. It is also being published 
in the spring issue of the Illinois Certified Public Accountant. The Securities and 
Exchange Commission, as a matter of policy, disclaims responsibility for any private 
publication by any of its employees. The views expressed herein are those of the 
author and do not necessarily reflect the views of the Commission or of the author's 
colleagues on the staff of the Commission. 
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THE impact of the requirements of regulatory agencies upon the 
development of accounting and auditing, whether for good or evil, 
has been the subject of discussion by experienced practitioners, 
present and past members and employees of such agencies, teachers 
and students. There is extensive literature on the subject, so much 
that it seems unnecessary to review it in any detail. One such dis- 
cussion, however, may be cited which covers the subject more 
broadly than seems necessary today. A past Chief Accountant of the 
SEC participated in “A Symposium on the Interrelationship of 
Law and Accounting” which is reported in 36 Iowa Law Review 
270 (1951) and in expanded form may be found elsewhere 
under the title “The Influence of Administrative Agencies in 
Accounting.”? 

I shall confine my remarks to a discussion of some of the major 
changes in accounting practice necessary to good financial report- 
ing in a dynamic and expanding economy during a period in 
which there has been a continual increase in public participation 
in financing such expansion. 


THE SECURITIES ACTS 


The SEC is relatively a newcomer as a regulatory agency when 
compared with the Interstate Commerce Commission, but the 
laws which it administers created some consternation in accounting 
circles when they were proposed in Congress. This was caused in 
part by the civil liability provisions of the Securities Act and in 
part by the prospect that the Securities Exchange Act would impose 
uniform accounting requirements on all industry similar to the 
uniform systems of accounts applicable to railroads. 

The only practicing public accountant to testify during the leg- 
islative hearings on the Securities Act of 1933 urged that the 
required financial statements be certified by independent public 
accountants. Another leading accountant in a memorandum 
regarding this legislation said: 

In so far as accounting information is concerned, it seems to me 
fundamentally important to recognize that the accounts of a modern 
business are not entirely statements of fact, but are, to a large extent, 


1William W. Werntz, in Morton Backer, ed., Handbook of Modern Accounting 
Theory (New York: Prentice-Hall, 1955), ch. iv. 
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IMPACT OF REGULATORY AGENCIES 5 


expressions of opinion based partly on accounting conventions, partly 
on assumptions, explicit or implicit, and partly on judgment. As an 
English judge said many years ago when business was far less complex 
than it is today, ““The ascertainment of profit is in every case necessarily 
a matter of estimate and opinion.’ 


This quotation expresses a point of view necessary to an under- 
standing of financial statements, yet it is difficult to explain to 
laymen and to some accountants. This difficulty may be an indica- 
tion that the profession may have overstressed the importance of 
accounting principles and failed to emphasize independent objec- 
tive judgments. The same accountant, in an address on December 
6, 1933, before the Illinois Society of Certified Public Accountants 
here in Chicago,* expressed the view that “there is reason to fear 
that responsible people will refuse to accept the unfair liability 
imposed on them by Congress under the Act, and will continue to 
refuse until juster provisions are enacted.” He also said that he 
would ‘‘be extremely sorry if the effect of the Securities Act should 
be to place the distribution of securities and all the work attendant 
on such distribution in the least responsible hands.”” By some time 
in 1934, after some experience with the Commission and its staff,‘ 
these fears seem to have been dispelled, at least to a considerable 
extent. 

Mr. May was an important witness in the hearings on the Securi- 
ties Exchange Act of 1934. In these hearings his objections to a 
uniform system of accounting were developed after his opening 
remark that “the fact of the matter is that accounting, especially 
industrial accounting, is essentially a matter of judgment, and you 
cannot put judgment in strait-jackets.”> His testimony questions 
critically the results to be obtained by such regulation as getting 
“a superficial uniformity which is not real.” Elsewhere Mr. May 
expressed the hope and expectation that the SEC would “not be 
led astray by the deceptive promise of uniform accounting” and 
would ‘“‘no doubt use all its great influence to bring about by vol- 
untary action as great a degree of uniformity in different indus- 
tries as is obtainable, and will insist on consistency from year to 

*George O. May, Twenty-five Years of Accounting Responsibility (New York: 


American Institute Publishing Co., 1936), II, 52. 
"Ibid., pp. 70, 84. ‘Ibid., p. 113. *Ibid., p. 97. 
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year in the accounting of each corporation subject to its regula- 
tion.”* Whether these opinions were influential at the time or not 
in convincing the Congress that more could be accomplished by 
co-operative action than by rigid control, the Securities Acts as 
enacted were expressed in terms of general authority over account- 
ing and have been implemented by regulations specifying the form 
and content of financial statements but not in terms of a uniform 
system of accounts. Under the Securities Exchange Act, however, 
the Commission did adopt bookkeeping requirements for brokers 
and dealers in securities and does make inspections to ensure com- 
pliance. The Public Utility Holding Company Act of 1935 
authorizes, and the Commission has adopted, uniform systems of 
accounts for holding companies and mutual service companies; and 
the Investment Company Act of 1940 in Section 31(c) gives the 
authority for “providing for a reasonable degree of uniformity in 
the accounting policies and principles to be followed by registered 
investment companies in maintaining their accounting records 
and in preparing financial statements.”’ Rules adopted and present- 
ly in effect as to accounting records are expressed in general terms, 
and the financial statements are governed more specifically by 
pertinent parts of the Commission’s accounting regulations. 


CERTIFICATION REQUIREMENTS 


The SEC, or rather its predecessor for a short time, the FTC, 
appears to be the first federal agency with authority to require 
certification of financial statements by independent accountants. 
We should remember, however, that the Federal Reserve Board 
in 1917 requested the American Institute of Accountants to pre- 
pare the bulletin “Approved Methods for the Preparation of 
Balance Sheet Statements.” 

As time goes on, we find an increasing number of governmental 
agencies requiring certified financial statements. The Small Busi- 
ness Administration has recently announced that under its regu- 
lations the financial statements of small business investment com- 
panies must be audited and certified by certified public account- 
ants.? The Rural Electrification Administration, which has utilized 
its own staff for audits required under the Act administered by it, 


*Ibid., p. 116. 13 CFR 107,302-3. 
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recently announced that an increasing number of borrowers are 
being requested by the agency to provide for annual audits of their 
accounts by C.P.A.’s.® Financial reports submitted to the Secretary 
of Labor for pension funds “must be ‘sworn’ to by the administra- 
tor, or certified by an independent or licensed public accountant.”® 

Bills introduced both in the House and in the Senate pertaining 
to the Labor Management Reporting and Disclosure Act of 1959 
provided for certification of annual reports by unions; and, 
although the Act, as finally passed, omitted such an explicit pro- 
vision, it does give the Secretary of Labor broad authority to 
require annual financial reports and to establish safeguards to 
insure their accuracy.1° The Housing and Home Finance Agency 
requires independent audits in certain phases of its work."! Both 
staff members of governmental agencies and representatives of the 
accounting profession have urged congressional committees to 
adopt the requirement of certified financial statements for other 
agencies. 

As might be expected, the older governmental agencies such as 
the FPC, FCC, ICC, and the state commissions which exercise 
accounting regulatory powers over companies through a uniform 
system of accounts have usually not required independent audits. 


MANAGEMENT SERVICES 


It seems to me, however, that even in the area where accounting 
procedures are regulated by an agency, the independent audit 
would provide an objective check on management. In connection 
with independence and an objective report on management, I 
would like to inject a word on management services. This is a very 
popular term today with the small practitioner as well as the 
national firm. I suggest that the independent accountant in fur- 
nishing such services to management keep two questions in mind: 
First, am I remaining an adviser to management and not entering 
the decision-making area? Second, am I sure that the audit of the 

“Audits of Telephone Borrowers’ Accounting Records,” REA Bulletin No. 465-1, 
Oct. $1, 1958, Sec. 2. 

*Welfare and Pension Plans Disclosure Act, Sec. 306(b), Public Law 836, 85th Cong. 

*Labor Management Reporting and Disclosure Act of 1959 (Sept. 14, 1959), Public 


Law 86-257, 86th Cong., S. 1555. 
News report, Journal of Accountancy, 106 (Nov. 1958), 16. 
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financial statements will not involve checking my own work? If 
both questions cannot be answered in the affirmative, the account- 
ant’s independence as to furnishing an objective report on 
management is in question. 

It has been suggested that the rendering of management services 
sets up a conflict of interests which would render the accountant 
not independent. Much of the present-day emphasis on this subject 
seems to me to be no more than a renewal of interest possibly 
engendered by the startling improvements in equipment available 
to business for handling the accounting and statistical problems 
created by the growing complexities of business operations. 
Systems work, cost analysis, budgetary controls, and other aspects 
of business management have long been the province of the public 
accountant. It could be possible for an accountant to become so 
deeply involved in performing managerial services for a client that 
he would lose his objective approach to his audit engagement. In 
such a case he should concentrate on one activity or the other and 
not attempt to do both. 

In my conversations with accountants and the officers of their 
clients, I have been impressed with the number of situations in 
which the records have been inadequate, nonexistent for some 
periods, not up to date, and, particularly with respect to inven- 
tories, provide no book control over the assets of the companies. 
In these situations improvement in accounting control is important 
to investors as well as to management. The need for managerial 
services in these situations is obvious. The adoption of procedures 
which would result in better and more timely reporting to man- 
agement might well be considered a prerequisite to an invitation 
to the public to entrust its funds to the venture. The need for such 
services is not limited to unregulated companies. Timely reports 
for management purposes are just as necessary in regulated com- 
panies and may be obtained while at the same time the needs of 
the regulatory agency are met. 

Consideration of the public interest is the basis for our book- 
keeping rules for securities brokers and dealers and also is behind 
our recent amendment of these rules to require that a trial balance 
be taken at least once a month. Procrastination by broker-dealers is 
dangerous, as the Commission may suspend or revoke a broker- 
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dealer’s registration because of his failure to maintain proper 
records on a current basis or for failure to meet his capital 
requirements under the rules. A recent incident demonstrates the 
necessity for public accountants to be familiar with these rules. A 
broker who was found by our inspectors to be in violation of our 
net capital rule defended himself by alleging that his independent 
accountants had assured him that he was in compliance. The 
accountant had not made the determination in accordance with the 
rule. In this type of situation the accountant’s work should be a 
protection to the broker as well as to the customer. 

It may be noted here that the audit of a broker-dealer is most 
effective if made on a surprise basis. Our reporting rules recognize 
this need by not requiring a fixed reporting date or audits as of the 
close of the fiscal year. These reports often disclose matters which 
are followed up by our inspectors. Similar flexibility is provided 
under the Investment Company Act for certificates on security 
counts which, in the absence of a satisfactory custodian arrange- 
ment, must be made three times during the year, two of which are 
on a surprise basis with results reported directly to the Commission. 
I understand that other federal agencies require the independent 
accountant to render reports which can be used by the agencies in 
the enforcement of their regulations. More of this type of reporting 
is being considered. 

Most of the work of independent accountants under the Securi- 
ties Acts involves the rendering of an opinion on the financial 
statements after completion of an audit made in accordance with 
generally accepted auditing standards. In the staff review of these 
statements questions may be raised as to the propriety of the 
accounting followed or as to the adequacy of the audit. The 
answers to these questions must be those of an independent 
accountant rather than as an advocate for the client. Any other 
course invites trouble for both client and accountant. 


UNIFORMITY VERSUS COMPARABILITY 


The demand for uniformity in financial reporting in unregulated 
as well as regulated businesses is not new. Many remember the 
burst of activity in trade associations in the 1920’s in developing 
uniform systems of accounts for industries for the purpose of gath- 








10 THE FEDERAL ACCOUNTANT 


ering statistics for the members of the association. Some well- 
known schools of business participated in this activity, and today 
some accounting firms who have a large number of clients in one 
line of business publish composite as well as individual operating 
results with identifications removed. The users of these figures 
must be familiar with the many variations in operating environ- 
ment and management policies which could affect the results 
reported upon a uniform account classification. Except as indicated 
earlier the SEC has not gone this route but has endeavored to pro- 
mote the clarification and general acceptance of accounting prin- 
ciples by decisions in individual cases and in co-operation with the 
accounting profession and other interested groups. 

This seems to be an appropriate time and place for me to 
acknowledge the value to the Commission of the work of the 
Accounting Procedure Committee of the American Institute of 
Certified Public Accountants which gave way to the new Account- 
ing Principles Board at the end of August. For the most part the 
bulletins of the Committee expressed opinions acceptable to the 
Commission. On rare occasions exceptions were taken either by 
letter or in rule making. One of the last acts of the Committee was 
a Clarification (delayed by court action) of Bulletin 44 (Revised). 
This was necessary in order to fill a gap in the original pronounce- 
ment. One of the criticisms of the procedure bulletins has been 
that the intent is not clear on all points. Similar charges are made 
with respect to laws and regulations. This results in the develop- 
ment of a body of interpretations by administrators and the courts. 
A lawyer with much experience in high government office recently 
wrote that “one can always get an agreed paper by increasing the 
vagueness and generality of its statements.” All of us, I am sure, 
wish the new Board success in its undertaking to develop clear 
thinking on the basic postulates underlying accounting principles 
and in the study of the broad principles of accounting. 

The prospect of attaining complete unanimity of thought on 
accounting seems remote no matter how diligently we try. Notable 
efforts have been made with respect to principles generally appli- 
cable to the determination of income. However, even if we should 
agree that the matching of costs and revenues is the most important 
of these (and some would deny it), we are certain to disagree on 
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the details of application. But I do say we should work toward 
reducing these areas of disagreement. 

What should we do about inventories? Verification, or perhaps 
I should say failure to verify, and pricing of this item have been 
the most important elements in many of our troublesome cases in 
which financial statements were a factor. The propriety of LIFO as 
a basis of pricing has been debated for many years—praised by 
some and denounced by others as a device of the manipulator. Even 
the effort to get agreement that appropriate disclosure of the effect 
of this method as compared to others in which more current costs 
were used was counteracted by allegations that tax cases would be 
jeopardized or that such a disclosure would be misleading. Recent- 
ly we have seen a complete about-face on the disclosure question 
in the desire to use LIFO for the determination of income but 
FIFO for the balance sheet. 

As to depreciation, what possibility is there that uniformity can 
be attained on depreciation and maintenance accounting even on 
an industry basis? This is a hard question to answer, but in the 
meantime improvement in reporting the policies followed will 
help analysts to reach more reasonable conclusions. 

It has been charged that accountants should not tolerate alter- 
nate procedures and certify that both are in accordance with gen- 
erally accepted accounting principles. The Commission recognized 
in Accounting Series Release No. 4 that this condition exists but 
at the same time concluded that financial statements which “are 
prepared in accordance with accounting principles for which there 
is no substantial authoritative support. ..will be presumed to be 
misleading or inaccurate despite disclosures contained in the 
certificate of the accountant or in footnotes to the statements 
provided the matters involved are material.” 


STOCK OPTIONS 


Let me give you an example of the effort that was made on one 
subject which should be amenable to a generally acceptable solu- 
tion. On the matter of stock options there has been a difference of 
opinion as to the accounting to be followed and also as to the degree 
of disclosure necessary in financal statements. 

The Commission’s present rule on the subject was adopted as an 
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amendment to Regulation S-X in November 19531? after a double 
exposure of the problem for public comment. Suggestions have 
been heard recently that disclosure requirements on this subject 
should be reconciled—the principal point being that our rule 
requires more detail than is required by Section B of Chapter 13 
of Research Bulletin 43 or by the New York Stock Exchange. The 
Exchange requires disclosure in annual reports to stockholders of 
the status of options at the beginning and end of the year as to 
number of shares and price and changes during the year. The Insti- 
tute bulletin recommends disclosure of the status at the end of the 
year, including number of shares and price as well as the number 
becoming exercisable and the number exercised during the year. 
The Exchange does not express any preference as to accounting 
procedure. The Institute’s current bulletin, as you know, fixes the 
time of measurement of compensation as the date of grant, whereas 
before revision the date the option right became vested in the 
grantee (usually the date when he could first exercise the option) 
was deemed to be the date when compensation should be meas- 
ured. I think it is fair to say that the startling results obtained by 
the application of the earlier version, with which the Commission 
agreed at the time, to the financial statements in a registration 
statement led to the revision of the Bulletin. 

To the original Bulletin 37 published in November 1948 there 
were one assent with a qualification and two dissents. Upon revi- 
sion in 1953 there were two assents with qualifications, and one 
member of the Committee did not vote. 

Our first exposure of the subject under rule-making procedures 
was due to the evident disagreement among corporate and public 
accountants as to the appropriate manner in which the amounts, 
if any, to be charged against income representing compensation 
to recipients of stock options should be determined. The principal 
point of disagreement was over the time at which the determination 
should be made. Arguments in support of the date of grant, first 
exercisable and when exercised, were so inconclusive that the 
Commission decided that it would be inappropriate to prescribe a 
procedure for determining the amount of compensation, if any, of 


Securities and Exchange Commission, Accounting Series Release No. 76, Nov. 
1953. 





was | 
latio 
Tepo 
mon 
amo 
optic 
diffe 
Less 


net i 
accor 
calls 
subje 


state 
and | 
sheet 
paral 
debt 
by tl 
Acco 
of th 


Oo Wd et 0 FF 


7 O = 


re 
vi- 
ne 


lic 





IMPACT OF REGULATORY AGENCIES 13 


these stock options to be reflected in earnings statements. Instead, 
the SEC proposed the present rule calling for significant data as 
to the plan, number, option price, fair value, and total dollar 
amount of shares at the several dates and a statement as to the 
basis of the accounting to be followed. Appropriate summaries of 
this information are suggested. 

The example which precipitated this revision was a five-year 
plan with one-fifth of the granted options becoming exercisable 
each year. The stock was of $1.00 par value optioned at $5.00 per 
share at a time when the market was lower than the option price. 
As time passed and the company prospered, the market price rose 
to a high of 3314 during the period covered by the income state- 
ments in the prospectus. After some discussion it was agreed that 
the principles of the bulletin applied, but some special treatment 
was necessary. The “special item” treatment provided for in Regu- 
lation S~X was adopted with the result that for the last two periods 
reported net income of $365,000 for a year and $305,000 for nine 
months was reduced by $107,000 and $174,000, respectively— 
amounts equivalent to the excess of fair market value over the 
option price of shares under the employees’ stock options. The 
differences of $258,000 and $131,000 were captioned ‘Net Income 
Less Special Item Credited to Earned Surplus.” 

The summary of earnings included per share figures based on 
net income with reference to a footnote in which the stock option 
accounting was described. So the bulletin was revised, and our rule 
calls for more comprehensive disclosure than other rules on the 
subject. 


LONG-TERM LEASES 


The accounting presentation of long-term leases in financial 
statements continues to be a controversial topic. Some accountants 
and business leaders contend that we should include in the balance 
sheet the capitalized debt under long-term leases to make it com- 
parable with the balance sheets of those companies using long-term 
debt to finance the acquisition of similar facilities. A study in 1948 
by the staff of the Commission on this subject led to a proposed 
Accounting Series release. After a discussion with representatives 
of the Institute, it was decided that an Accounting Research Bul- 
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letin would be issued, and Bulletin No. 38 (now Chapter 14, 
Accounting Research Bulletin No. 43) Disclosure of Long-Term 
Leases in Financial Statements of Lessees was released by the Com- 
mittee on Accounting Procedure in October 1949. 

Prior to the issuance of Bulletin No. 38 we had been requiring 
certain information on long-term lease rentals in Schedule 16 
dealing with supplementary profit and loss information.’ In the 
15th Annual Report to Congress'* we stated the policy being fol- 
lowed as to when leased property and any related liability should 
be shown in the balance sheet. Three types of long-term leases, 
depending upon the terms of the contract, were outlined: 

1. Simple lease arrangements containing no provision for 
acquisition by the tenant of title to the property. 

2. A lease which involves the purchase or repurchase of the 
property by the lessee, and provides that the periodic payments 
made under the agreement will be applied against the purchase 
price of the property. 

3. A contract incorporating an agreement which permits but 
does not obligate the lessee to acquire title to the property either 
during the life of the lease or upon its termination. 

Supplemental information in a balance sheet footnote concern- 
ing lease obligations assumed and annual rentals is now considered 
adequate disclosure for simple long-term lease arrangements. Those 
leases which are clearly purchase or repurchase contracts should 
be shown at their full contract cost, less appropriate allowance for 


depreciation, on the asset side of the lessee’s balance sheet, with the | 


liability under the purchase contract reflected under an appro- 
priate caption on the liability side. This treatment is in accord with 
the recommendation in Chapter 14 of Accounting Research Bul- 
letin No. 43. One has to go beyond the form of those contracts in 
which acquisition of title is permissive and determine whether, in 
substance, the lessee actually intends to acquire the property. Some 
factors to be considered in making a decision are: (1) whether the 
rentals are to be applied against the purchase price, and if s9, 


*Instruction 5 to Rule 12-16 of Regulation S-X required prior to 1950 a state- 
ment of the aggregate annual amount, if significant, of the rentals upon all real 
property now leased to the registrant and its subsidiaries for terms expiring more 
than three years after the date of filing, and the number of such leases. 
“Securities and Exchange Commission, 15th Annual Report, 1949, pp. 181-18 
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whether they are out of line with rentals under leases not contain- 
ing acquisition provisions; (2) the estimated value of the property 
at the time the purchase option becomes exercisable as compared 
with the agreed purchase price, if any; and (3) whether the contract 
provides for an extension of the lease period, and the amount of 
the rentals to be paid during the extended period." 

In some of the articles on long-term leases I have seen the writers 
have prescribed the balance sheet capitalization of all long-term 
leases, regardless of the terms of the contract. While there may be 
some merit in capitalizing all long-term lease commitments, there 
are also certain grave dangers, and thorough consideration should 
be given to all factors before departure from present-day account- 
ing principles and practices. One has only to recall some of the 
mining cases of the 1930’s to realize that recording leased assets 
may be used to inflate the balance sheet.’® These cases will also 
indicate that there is more to be considered than the mere reflection 
in the balance sheet of a liability for future expense payments even 
though it is an item which most likely will be paid. A recent article 
by a representative of an investment banking concern, however, 
has indicated that an influential group, institutional investors, does 
consider the impact of long-term lease capital by including it in a 
recast statement. Perhaps we should give attention to requiring 
disclosure of any additional data necessary for a more accurate 
recasting. 


CONFLICT OF JURISDICTION 


The Securities and Investment Company Acts are designed pri- 
marily for the protection of investors. The Holding Company Act 
charges the Commission with the protection of investors and con- 
sumers. Other federal and state regulatory agencies have a primary 
interest in consumers and then an interest in investors as a source 
of financing. It is inevitable, perhaps, that some commissions 
would adopt conflicting orders and regulations relating to account- 
ing matters. Even the “Uniform Systems of Accounts” approved 
by the National Association of Railroad and Utilities Commission- 

“Ibid. 

"American Terminals & Transit Co., 1 SEC 701; Canusa Gold Mines, 2 SEC 548; 


Franco Mining Co., 1 SEC 285; Great Dike Gold Mines, 1 SEC 621; Poulin Mining 
Co., 8 SEC 116. 
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ers are not uniformly adopted by the respective state regulatory 
agencies. Specific changes in some of the accounts or in their appli- 
cation will be made by a state agency to conform with its regulatory 
philosophy. 

An example of how regulatory agencies may differ on accounting 
matters as they affect the consumer or the investor groups is in the 
treatment of “plant acquisition adjustments” in rate cases. Plant 
acquisition adjustments represent the difference between the cost 
to the accounting company of property acquired as an operating 
unit and the cost of such property when first devoted to public 
service. The several federal regulatory commissions and a number 
of state commissions exclude plant acquisition adjustments from 
the rate-base and exclude the periodic charges for amortization of 
such amounts from the “cost of service.” Such commissions are 
said to use the “original cost’”’ concept in determining the rate-base. 
Other commissions may include the cost of the property to the 
company in the rate-base and include the periodic charges for 
amortization of such cost in the “‘cost of service.” Such commissions 
usually are operating under the “fair value” concept of the rate- 
base. A few state commissions in arriving at the ‘fair value” rate- 
base give consideration to the estimated “reproduction-cost-new” 
valuation of the plant assets. 

Regulatory agencies have required the classification of excess 
costs to the acquiring utility over original cost as well as any 
excesses of original cost over acquisition cost to be recorded in the 
same account, and the net balance of this account to be added to 
or deducted from the plant account depending on whether a net 
debit or credit balance results. A common procedure in consoli- 
dated statements of unregulated companies has been to report debit 
excesses as consolidated goodwill, and credit excesses have often 
been added to capital surplus. 

Of outstanding contrast is the general policy of the regulatory 
agencies to require periodic amortization of the acquisition adjust- 
ment account or the immediate write-off to earned surplus. In 
unregulated companies no amortization program for intangibles 
of unlimited life is required by Accounting Research Bulletin No. 
43, although the bulletin does state that the intangibles “should 
be written off when it becomes reasonably evident that they have 
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become worthless.” Even when goodwill is thus written off, accord- 
ing to the bulletin, the charge does not need to be made against 
income where “its effect on income may give rise to misleading 
inferences.” However, in reports filed with the Commission these 
charges have been deducted from income (as special items if mate- 
rial in amount). Seldom is any action taken to write off credit 
excesses. 

That the policy of reporting the excess of underlying equity in 
net assets of subsidiaries over the cost of the parent’s investment 
therein as consolidated capital surplus is fairly common is evident 
from reviewing recent issues of Accounting Trends and Techniques 
and cases in our files. Accounting Research Bulletin No. 51, recent- 
ly promulgated by the Committee on Accounting Procedure, does 
not condone this practice. Paragraph 8 provides: 

Where the cost to the parent is less than its equity in the net assets 
of the purchased subsidiary, as shown by the books of the subsidiary 
at the date of acquisition, the amount at which such net assets are car- 
ried in the consolidated statements should not exceed the parent's 
costs....A procedure sometimes followed in the past was to credit 
capital surplus with the amount of the excess; such a procedure is not 
now considered acceptable. 


The bulletin further provides for allocation of the excess of 
equity in net assets over investment cost to the specific assets to 
which it is attributable with corresponding adjustments of depre- 
ciation or amortization. In addition “in unusual circumstances 
there may be a remaining difference which it would be acceptable 
to show in a credit account, which ordinarily would be taken into 
income in future periods on a reasonable and systematic basis.” 

The amortization requirement for consolidated goodwill is not 
so definite. Paragraph 7 of Accounting Research Bulletin No. 51 
does indicate that portions of the excess cost of investment over 
equity in the net assets of a purchased subsidiary attributable to 
tangible assets and specific intangible assets should be allocated to 
them. This paragraph also states that depreciation and amortiza- 
tion policies should be restated to provide for the absorption of 
the allocated excess over the remaining life of the related assets. 
Any difference remaining is carried as an intangible in the con- 
solidated statement, and the only provision for eliminating such 
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item is found in Chapter 5 of Accounting Research Bulletin No. 
43. It seems that any intangible that remains from consolidation 
may represent a payment for excess earning power and should be 
amortized against future earnings resulting from the operations of 
the subsidiary. Does the publication of Accounting Research Bul- 
letin No. 51 suggest a re-examination of currently accepted practice 
with respect to goodwill? Accounting Series Release No. 50 
expresses a preference for writing off goodwill through timely 
charges to income. 


PROGRESS IN FINANCIAL REPORTING 


Breaking the life of a corporation down into pericdic intervals 
of one year or less will probably continue to be an underlying cause 
of many of the basic problems of accountants. We are all aware 
that income can be measured fairly accurately for the whole life 
of a joint venture or other enterprise; but as we attempt to shorten 
the period for reporting operations the more difficult our task 
becomes and it is attended by a widening of the limits of fair 
reporting. 

At one time the Securities and Exchange Commission required 
quarterly reports of revenues. In October. 1952 the Commission 
proposed revised rules calling for detailed quarterly statements of 
profit and loss and earned surplus. These rules were not adopted 
as they met strong opposition from accountants and registrants. 
About a year later the requirement of quarterly reports of revenues 
was dropped. 

The Commission believed, however, that some interim informa- 
tion was desirable and in ‘addition believed that there was a great 
demand for frequent reporting of business operations from other 
governmental agencies, business research units, financial analysts 
and bankers, universities, and other parties interested in business 
conditions. At the behest of financial analysts and others, we started 
preparation in 1954 to request comments and suggestions from 
interested parties relative to reviving our interim reporting on a 
semiannual basis. Unfavorable comments received covered a wide 
variety of subjects including the misleading effect that might be 
inferred because of seasonal variations, year-end adjustments due 
to difficulty in allocating revenues and expenses to short periods, 
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need for taking additional physical inventories, the fear of liability 
of company management in submitting unaudited reports, the 
unfairness to listed companies as opposed to nonlisted ones, and 
the increased cost both to registrants and the government. 

After a public hearing in March 1955 the Commission required 
the filing of certain summarized earnings data on a six-months 
basis. The hardships accompanying the determination of such 
data were noted, particularly the need for relying on reasonable 
estimates, and in recognition thereof the Commission exempted 
such reports from the liability for misleading statements under 
Section 18 of the Securities Exchange Act. 

This midyear report is essentially a disclosure of revenues, extra- 
ordinary items, income taxes, and net income or loss. As far as I 
can tell, this has been a satisfactory compromise between the 
groups who did not favor any interim reporting and those who 
urged that quarterly profit and loss statements be filed. With the 
great diversification in operations which has developed, it may be 
that some breakdown of sales beyond the present requirement of 
separation of service revenue of over 10 per cent of the total should 
be required. In Form S-1 we do require disclosure of sales by 
product lines which contribute 15 per cent or more of the gross 
value of business done. 

It is interesting in this connection to note that reporting sales 
of major product lines has recently been advocated in a suggested 
revision of the Company Laws of Ghana.!? Another unusual item 
in the Proposed New Law of Ghana is the reporting of liabilities 
at the amount repayable “less where appropriate, a reasonable 
deduction for discount until that date.”!® The proposal, while 
noting in some places that recognition had been given to SEC 
requirements, provides for upward restatement of assets by action 
of the board of directors and in this respect varies drastically from 
our practice of not permitting such upward restatements. However, 
the Ghana Law requires the disclosure of original cost. The pro- 
vision with respect to upward restatements is not clear as to 
whether depreciation need be taken on the higher amount although 

“Draft Report of the Commission of Enquiry into the Working and Administra- 
tion of the Present Company Law of Ghana (Accra: Guinea Press Ltd., 1959) General 


Comment No. 8 on Financial Statements, p. 337. 
*Ibid., p. $30. 
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dividends may not be paid from the appreciation surplus.’® Such 
surplus may be transferred to stated capital. 

I mention this Ghana report as evidence of the improvement in 
financial reporting in foreign countries. While the offering of for- 
eign securities in the United States is limited, there is evidence of 
a growing interest in our financial markets and in our require- 
ments as to accounting and auditing. The arrangement of affili- 
ations with foreign accounting firms by American accounting firms 
is further evidence of the movement of American capital abroad. 

The appearance of Mr. J. Kraayenhof of the Netherlands, former 
President, 7th International Accounting Congress Committee, and 
Past President, Netherlands Institute of Accountants, on the pro- 
gram of the recent annual meeting of the American Institute is 
further evidence of our interest in accounting developments 
abroad. Mr. Kraayenhof made a strong plea for “the widest 
acceptance of a uniform set of intelligible rules,” but at the same 
time warned that rigidity in the fixing of accounting principles 
would not result in real comparability and “would only lead to the 
risk of the shadow being accepted for the substance.” In support 
of his endorsement of international uniformity in accounting prin- 
ciples he asked ‘“‘What good reasons can be upheld, other things 
being equal, for adopting different principles in various countries 
as to the valuation of stocks, as to methods of depreciation, as to 
whether or not reserves are concealed in the accounts or whether 
provisions are to be made for deferred taxes?” 

Mr. J. S. Seidman, newly elected President of the American Insti- 
tute of Certified Public Accountants, announced in a press confer- 
ence on the day of his election that he would press for action on 
three major challenges, one of which was standardization of inter- 
national accounting principles. I can assure you that the SEC is 
directly concerned with the success of this project and will partici- 
pate in any appropriate way in assisting the accounting profession 
in this country to meet this challenge. 


PROGRESS IN ACCOUNTING 


I have cited examples of efforts made by the accounting profes- 
sion and the SEC to keep pace with the business world in the 


“Ibid., p. 79. 
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application of accounting principles to new conditions. A basic 
requirement throughout has been to reach a fair presentation of 
financial condition and results of operations. Some critics contend 
that the response to a need for change is not quick enough. Others 
insist that new ideas must be observed and tested by experience 
before being recognized as generally accepted and applicable to all 
similar situations. During the period of observation, alternative 
solutions to accounting and disclosure problems develop, and when 
it is proposed to designate one method as having met the test for 
general acceptability resistance to change is based upon the 
grounds that a decision should have been made before permitting 
the alternative methods to become established. What may be con- 
sidered progress by some is deemed by others to be interference 
with vested rights. The former group sometimes point to govern- 
ment agencies such as the SEC with the charge that we discourage 
needed changes in accounting procedure by a too rigid insistence 
on conformity with our rules and regulations, the Accounting 
Research Bulletins, or other formalized accounting standards. 

Progress in the field of accounting is facilitated by representa- 
tives of various professional groups meeting and exchanging ideas 
in conferences, through correspondence, and through professional 
publications. The SEC finds it particularly necessary to keep 
informed of the changes and new developments in the field of 
accounting theory and auditing. As changes and new developments 
occur in the business world, the financial statements of the several 
thousand commercial and industrial companies required to file 
statements with the Commission are modified to keep pace with a 
dynamic economy. A glance at some of the statements filed in the 
1930’s will reveal many striking contrasts when compared with 
those being filed today. 








Murray L. Weidenbaum 


Generally Used Measures 


of Government Spending 


Budget expenditures, government payments to the public, and gov- 
ernment purchases of goods and services constitute the primary meas- 
ures of federal government spending. The budget expenditures 
represent the central series of payments and are generally used as a 
means for political and administrative budgetary control. The other 
expenditure measures are essentially adjustments of this basic series, 
The budget expenditures are perhaps the best device for aiding in 
the management of the government’s use of resources. Federal pay- 
ments to the public, on the other hand, are the most useful measure 
of the flow of money, excluding borrowing. Federal purchases of goods 
and services are significant as they are a component of gross national 
product. 

Mr. Weidenbaum is staff economist at the Boeing Airplane Company. 


THIS study examines the similarities and differences of the vari- 
ous measures of government spending which are generally available 
and currently used. The three most widely known measures are 
(1) budget expenditures, based on the federal administrative 
budget; (2) federal government payments to the public, prepared 
on consolidated-cash basis; and (3) federal purchases of goods and 
services, computed as a part of the national income and product 
accounts. 
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BUDGET EXPENDITURES 


The conventional measure of federal spending, budget expendi- 
tures, is the central series in the annual budget document. 


Coverage 


This total of spending generally includes all expenditures of the 
federal departments and agencies plus the net outlays of the enter- 
prises which are wholly owned by the federal government. It 
excludes the transactions of government-sponsored enterprises and 
trust funds and payments for retiring, purchasing, or redeeming 
the government’s debt. This treatment is similar to that of many 
business firms, whose budgets usually exclude the company pension 
funds and the operations of firms in which they only have a partial 
interest. 

For the government enterprises which are included, usually only 
the net expenditures—the difference between gross disbursements 
and gross receipts—are reported in the total of budget expendi- 
tures. A number of exceptions, however, exist to this “net” treat- 
ment of government enterprises. Some government agencies which 
are not financially organized as business-type enterprises, notably 
the power marketing agencies of The Department of the Interior, 
deposit the proceeds from their operations directly into the Treas- 
ury. In such cases, these receipts do not offset budget expenditures 
but increase the totals of budget receipts. Either treatment has the 
same effect on the budget surplus of deficit. 


Basis of Measurement 


As a result of an accounting change introduced in 1954, budget 
expenditures are now generally recorded at the time checks are 
issued by governmental disbursing officers. Hitherto, expenditures 
for some programs were often reported at the time that checks were 
paid. A major existing exception is interest payments on the public 
debt, which are reflected on an accrual basis.? Other exceptions 
include cases where direct or guaranteed obligations are issued to 
discharge certain liabilities. These include the issuance of armed 


Some departments receive revenues from services rendered to the public, such 


as performing special research studies. Their expenditure totals are reported net of 
such reimbursements. 


*Treasury Bulletin, Aug. 1955, p. 5. 
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forces leave bonds to veterans and of guaranteed debentures to 
lenders holding defaulted FHA mortgages. 

Also as a result of the 1954 change, budget expenditures now 
include, in addition to disbursements directly from the Treasury 
of the United States, checks issued by government enterprises, such 
as the Panama Canal Company, from their checking accounts with 
commercial banks.’ The logic of including both types of payments 
is apparent with the growth of Treasury tax and loan accounts with 
commercial banks, for in either case government funds are carried 
by a private bank. In the former case, the account is in the name 
of a government agency and, in the other, in the name of the Treas. 
urer of the United States. The effect on the recipient of the govern. 
ment disbursement from these accounts is the same. 


Changes in Concepts 


Through the years, the items included in the budget totals have 
varied considerably. Although this paper is based on the classifica- 
tion current at the time of writing, the more important changes in 
recent years are mentioned as an indication of the possibilities 
for future changes and improvements in the concepts and 
measurement of federal finance. 

A number of items previously included on both the income and 
outgo sides have been gradually excluded. Beginning in 1948, 
capital transfers, such as payments to the Treasury by wholly owned 
government corporations for retirement of capital stock, have been 
excluded from both budget receipts and expenditures. Starting the 
following year, amounts refunded by the government, principally 
for overpayment of taxes, have been reported as deductions from 
total receipts rather than as budget expenditures. 

Prior to 1953, the payroll taxes collected for the railroad retire. 
ment trust fund were included as budget receipts. The transfers of 
these receipts to the trust fund were also included as budget 
expenditures. They are now netted out of budget receipts and do 
not appear in budget expenditures. The exclusion of these items 
from both the receipt and expenditure totals has no effect on the 
budget surplus or deficit. Other changes in concepts have occurred 
from time to time, such as the exclusion since 1951 of investments 


*Treasury Bulletin, April 1954, p. A-2. 
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of wholly owned government corporations in United States 
securities.‘ 


Types of Payments Included 


Because budget expenditures cover such a wide variety of gov- 
ernment agencies, many different types of payments are contained. 
These include purchases of currently produced goods and services, 
transfer payments such as veterans pensions and social security 
benefits, interest payments, grants-in-aid to state and local govern- 
ment, subsidies, purchases of land and other existing assets, loans 
and other financial exchanges, and transfers of funds between 
government agencies. The budget document does not contain a 
tabulation showing which expenditures fall in each of these cate- 
gories. The supplementary material in the document has been 
expanded, however, to present details on some of the categories, 
such as interest payments, grants-in-aid, and loans.® 


Role of the Conventional Measure 


The series on budget expenditures is generally used for purposes 
of political and administrative budgetary control. This series also 
forms the basis of the other series on government spending; it is 
the only one that is “built from the ground up,” appropriation 
account by appropriation account. The other measures consist 
solely of additions to and subtractions from the total of budget 
expenditures. Note in this connection the description of the deriva- 
tion of government expenditures for the national income accounts: 
The method, in general, is to start with the budgetary totals drawn 
from broad fiscal reports, then to make various additions to and deduc- 
tions from these totals so as to achieve as residuals the desired pur- 
chases series.® 


The reporting of budget expenditures is a method of keeping track 
of outlays of government-owned funds over time. Many students 
of public finance believe that this series, compared to the other 


‘For details on certain items no longer included in the budget totals, see Budget 
of the United States Government for the Fiscal Year Ending June 30, 1960 (Wash- 
ington: Government Printing Office, 1959), “Special Analysis K,” pp. 1011-1012. 

‘Ibid., “Special Analysis D,” “E,” “F,” and “G,” pp. 947-988. 

‘US. Department of Commerce, Office of Business Economics, “1954 National 
Income Supplement,” Survey of Current Business, p. 146. 
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available measures, gives a better device for aiding in the manage. 
ment of the government's use of resources, especially for the long 
run.” In studying the costs of government programs, it is not often 
material whether wages are paid in full or retirement deductions 
are made or whether interest on the public debt is paid to the 
public or to government trust funds. Gerhard Colm states, on the 
other hand, that “adding up these administrative accounts does not 
necessarily give any meaningful totals.”® Colm may be correct from 
the viewpoint of economic analysis. However, the series on budget 
expenditures contains by and large the transactions of the govern. 
mental programs which are amenable to control through the 
appropriations process, and hence it is of value for budgetary 
review purposes. 

From a purely fiscal standpoint, it is the budget surplus or deficit, 
based on budget expenditures and its counterpart series, budget 
receipts, which causes changes in the total of the public debt and 
in the government’s cash balances. Trust account surpluses or 
deficits, on the other hand, merely alter the proportion of the 
public debt held by these accounts.® 

All expenditures series, including the conventional budget meas- 
ure, exclude the effects of such important fiscal actions as guaran- 
tees of private loans, and commitments to make future payments of 
benefits or to purchase goods and services. 


FEDERAL GOVERNMENT PAYMENTS TO THE PUBLIC 


The series on federal government payments to the public is often 
termed the “‘consolidated-cash” budget, because it combines budget 
expenditures with the expenditures of other funds and eliminates 
transactions not involving the flow of cash from the government. 
However, this series and its counterpart, federal receipts from the 
public, do not comprise a budget but are a financial statement in 


7C. Lowell Harriss, “Government Expenditure: Significant Issues of Definition,” 
Journal of Finance, 9 (Dec. 1954), 354. 

*“Fiscal Policy and the Federal Budget,” in Max F. Millikan, ed., Income Stabili- 
zation for a Developing Democracy (New Haven: Yale University Press, 1953), p. 209. 

*°Certain other factors affect changes in the public debt and cash balances, such as 
direct borrowing from the public by government enterprises and changes in the 
uninvested working balances of trust funds. 
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the budget document and are generally based on the materials 
available in the detail of the budget.?® 


Coverage 


The government transactions in this series include, in addition 
to those of government-owned agencies and enterprises (which are 
included in budget expenditures), the funds which the government 
holds in trust and the operations of government-sponsored enter- 
prises (except the Federal Reserve and Postal Savings Systems). 
The major funds for which the federal government acts as trustee 
are the old-age and survivors insurance fund, the railroad retire- 
ment fund, the veterans life insurance funds, and the civilian gov- 
ernment employees retirement funds. The disbursements of these 
funds are primarily transfer payments to individuals covered under 
the various social insurance systems.1! The government-sponsored 
enterprises include those in which the federal government has had 
ashare of ownership from time to time: the Banks for Cooperatives, 
the Federal Home Loan Banks, the Federal Land Banks, and the 
Federal Deposit Insurance Corporation. 


Basis of Measurement 


Unlike the budget expenditure series which is on a “checks 
issued” basis, the cash payments series is on a “checks paid” basis. 
This transition is accomplished through adding in the total for 
the clearing account for outstanding checks, which adjusts for the 
checks which have been issued but not yet cashed. In determining 
the cash totals, the total of budget expenditures is added to trust 
expenditures and a number of adjustments are made. Table 1 
shows the major adjustments, including deduction of intragovern- 
mental transfers and noncash transactions, which must be made in 
arriving at the cash total. 

Major intragovernmental transfers which are eliminated are 
budget and trust payments to the Treasury, such as interest paid 


"Budget 1960, op. cit., “Special Analysis A,” pp. 929-932. 

"The Federal-Aid Highway Act of 1956 established a new highway trust fund to 
which receipts from designated highway-related excises are deposited and from which 
grants to the states are made. The extent to which these funds are not government- 
owned but are held in trust is rather questionable. The operation of this trust fund 
is closer to that of programs financed by ear-marking budget receipts. 
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by government corporations; budget payments to trust funds, such 
as the interest paid on United States securities held by trust funds; 
and trust payments to other trust funds, such as the payment made 
by the District of Columbia to the civil service retirement fund. 
Accrued budget expenditures in the form of increases in public 
debt are also eliminated. The most important such adjustment 


Table 1. Derivation of federal government payments to the public, 
fiscal year 1958 (in billions) 














Description Amount 
CO Ee ee 
Trust fund expenditures. ......... ee ea 
Expenditures of government-sponsored enterprises . oe a 
$87.4 

Less: 
Intragovernmental transactions. ....... gear ee 
Accrued interest and other noncash expenditures ..... . 5 
$ 4.0 
Federal government payments to the public ........ . $83.4 





Source: Budget 1960, op. cit., p. 931. 


results from the savings bond program where semiannual increases 
in redemption value occur during the life of the bonds and are 
currently reflected in budget expenditures. A single cash payment 
of interest is made when the bond is redeemed, involving no 
additional budget expenditures. However, a cash payment is then 
recorded for all of the interest earned. 


Changes in Concepts 


No major conceptual revisions have been made in this series 
since 1947. A few minor modifications have been made to reflect 
similar changes which have been made in the concept of budget 
expenditures, such as in the method of handling refunds of receipts. 
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A companion series prepared by the Treasury Department, cash 
income and outgo, has undergone extensive revision. Prior to the 
1954 change in federal reporting, cash outgo was identical with 
cash payments, and cash income differed from federal receipts from 
the public only by seigniorage on silver, which is cash income from 
the viewpoint of the United States Treasury but is not a receipt 
from the public. 

Since the change, the Treasury cash series has been titled “Cash 
Deposits and Withdrawals” and is computed from the viewpoint 
of the Treasurer of the United States.’* Under this concept, a trans- 
fer of funds from the Treasurer’s account to the account of a gov- 
ermment corporation with a commercial bank is recorded as a cash 
withdrawal. A payment by a government corporation to a private 
individual or business firm from such an “outside” checking 
account is not included in cash withdrawals. In contrast, the Budget 
Bureau series refers to payments to the public regardless of whether 
these transactions are carried on through accounts of the United 
States Treasury or through government agency accounts with com- 
mercial banks. The net difference between these two series is slight. 
Payments to the public in 1958 were $83.4 billion compared to 
cash withdrawals of $83.2 billion. 


Types of Payments Included 


Despite the various adjustments made in converting from the 
conventional to the cash basis, the measure of payments to the 
public is still essentially just as heterogeneous in coverage. The two 
main improvements over the conventional series are the elimi- 
nation of intragovernmental and noncash transactions and a more 
complete coverage through inclusion of the trust funds. 


Role of the Cash Series 


It is generally agreed that the series of federal payments to the 
public is the most useful available measure of the total flow of 
money, excluding borrowing, from the government to the public. 
A study by Harriss concludes that “for studying the effects of fiscal 
action on the economy in the short run, the cash figures are most 
significant.””38 


"Treasury Bulletin, April 1954, p. 8. 4Op. cit., p. 354. 
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The difference between the government’s cash position and its 
budgetary position varies from year to year, the cash position usual- 
ly appearing more favorable. The gap between the two methods 
arises largely from the operations of the trust funds. The largest 
trust funds are social insurance accounts which are currently 
accumulating reserves to meet future benefit payments and are 
expected to do so for many years. 

The value of the cash payments series in analyzing economic 
impact is subject to similar limitations as budget expenditures, 
This arises from the fact that not only cash flows but also many 
other federal financial activities have important economic effects. 
For example, the rapid expansion in new appropriations immedi- 
ately after the attack on Korea stimulated a rise in business activity 
long before the authorized funds were paid to the public. Federal 
guarantees and insurance of private loans also influence the econo- 
my even though they normally have little or no impact on Federal 
spending.1* 


FEDERAL PURCHASES OF GOODS AND SERVICES 


The federal government component of the gross national 
product is federal purchases of goods and services. GNP, which is 
computed as part of the national income and product accounts, is 
the most widely used indicator of the level of economic activity. 


Coverage 


The various agencies of the federal government are included in 
this measure, to the extent that their expenditures are for the 
acquisition of current production. The current accounts of govern- 
ment enterprises, however, are included in the business sector, 
rather than in the government sector of the GNP. 

Only the capital formation of government enterprises is included 
in government purchases of goods and services. The main reason 
for this treatment is to avoid classifying current business-type 
expenses of the government as final purchases. It is admitted that 
this is “not more than a convenient means” of disposing of this 
conceptually unclean but quantitatively small item in the income 

“Cf. Murray L. Weidenbaum, “The Federal Government Spending Process,” in 


Joint Economic Committee, Federal Expenditure Policy for Economic Growth and 
Stability (Washington: Government Printing Office, 1957), pp. 493-506. 
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accounts. An indication of basic dissatisfaction with this ad hoc 
solution is the Commerce Department’s conclusion that, if govern- 
ment enterprise operations were to assume greater importance in 
the United States economy, “it is entirely possible that some modi- 
fication of their treatment in the national income accounts would 
be called for.’’2® 

The definition of government enterprises in the income accounts 
differs from that used in the other series that have been discussed. 
Included here as government enterprises are business-type activi- 
ties the expenditures of which are reported gross in the budget 
document and the operations receipts of which are included on 
the receipts side. On the other hand, the Federal Land Banks are 
excluded, because the federal government no longer has any 
financial interest in the Banks. 


Basis of Measurement 


Except for the treatment of government enterprises considered 
above, all purchases of currently produced goods and services by 
government agencies are considered to be final products and hence 
are considered a part of the total output of the economy. The 
reasoning rests mainly on the fact that the general government is 
an ultimate buyer in the sense that it does not buy for resale in the 
market, and accordingly its purchases are not elements of cost in 
the value of other output produced for the market. 

To report government transactions consistent with the corre- 
sponding payments and receipts recorded for the business sector 
of the economy, an adjustment is made to an accrual basis to reflect 
generally the time of delivery rather than the time of payment. 
This adjustment represents the net increase in accounts payable 
to business, less the net increase in outstanding advances and pre- 
payments by the federal government, as computed from a number 
of sources including the surveys of corporate working capital by 
the Securities and Exchange Commission. 


Changes in Concepts 


Until 1946, both government and private interest payments on 
debts were considered to be income according to the concepts 
underlying the official national income statistics of the United 


1954 National Income Supplement,” op. cit., p. 49. 
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States. In that year, federal interest payments on the public debt 
were excluded from government purchases of goods and services 
and treated as transfers. The reasoning behind this change was 
that the federal debt has come into existence primarily in connec- 
tion with the financing of wars and the interest payments therefore 
do not reflect the acquisition of current output. The earlier treat- 
ment considered these payments as return to government bond- 
holders for the use of their money, paralleling the treatment of 
interest on private indebtedness. 

A number of students of public finance have questioned the 

change. Earl Rolph states that it is “not obvious” that the differ- 
ences between government debt and private debt are such that they 
justify such a radically different treatment of interest payments. 
Rolph shows that there is an inconsistency between treating gov- 
ernment interest expenditures as transfers and the usual definition 
of what constitutes a transfer payment: 
The crucial negative feature of the definition—that transfer income is 
not in return for services or products—appears to be generally held, 
whether the definition is stated as “no contribution to social product,” 
“no specific quid for the specific quo rendered,” or a failure to “enhance 
the production of economic values.”’16 


Proponents of the change claim the practical value of not increas- 
ing the federal component of GNP simply because the government 
borrows funds to finance its operations and, in the opposite 
instance, of not decreasing federal purchases of goods and services 
whenever the government retires debt (and hence reduces the 
volume of its interest payments). 


Types of Payments Included 

Federal purchases of goods and services consist of the output of 
the federal government sector and that part of the output of the 
private sectors that is purchased by the government. The output 
of the government sector is measured by the wages and salaries of 
general government employees plus certain fringe benefits paid 
by the government as employer. The category of general govern- 
ment employees includes both military and civilian personnel but 
excludes the employees of government enterprises, whose current 


“Earl R. Rolph, The Theory of Fiscal Economics (Berkeley and Los Angeles: 
University of California Press, 1954), p. 58. 
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transactions are covered in the business sector. Table 2 shows the 
derivation of federal purchases of goods and services. 

A number of significant types of government spending are not 
included in federal purchases of goods and services. Some of them, 
however, are included in other parts of the national income 
accounts. For example, grants-in-aid to state and local governments 
are included with the outlays of those lesser jurisdictions. Transfer 
and interest payments are included in personal income. There are 
other types of federal spending which do not appear in any of the 
accounts, such as transfers of funds between different government 
agencies, financial exchanges, and purchases of existing assets. 


Table 2. Derivation of federal government purchases of goods and 
services, calendar year 1950 (in billions) 





Deieet cxpendiomwes. 2. te tte ew ts SSS 

Less: 
CO eae ee eer ee eee 
General government loans, investments, and capital transfers . a 
Purchases of land and existing capital assets ........ 1 
Budgetary transfer payments .............. «4.6 
Grants to state and local government ........... 2.3 
EE a a ee ae ee ee ee ee 5.7 
DE a en ee ee ee 4 
Budgetary expenditures relating to government enterprises . . 1.5 
ER re ae eee ee ee ae fe 
$16.2 

Plus: 
Capital formation of government enterprises ........ $-6 
Government contributions for social insurance ....... a 
Change in net payables to private business . 1 
Miscellaneous other adjustments 2 
$ -0- 
Equals: Federal government purchases of goods and services . . $22.1 





Source: “1954 National Income Supplement,” op. cit., p. 146. 
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Role of thé Series on Federal Purchases 
of Goods and Services 

The value of this series is derived primarily from its being a 
component of GNP. As used in analyses showing what constitutes 
the composition of demand for the final output of the economy, 
federal purchases of goods and services indicate the portion taken 
up by the federal government. 


THE RELATIONSHIPS AMONG THE THREE SERIES 


Table 3 shows the interrelationships among the series on budget 
expenditures, federal payments to the public, and federal purchases 


Table 3. Types of federal government spending included in three 
currently used series 





Type of spending Series in which included 





Budget Purchases 
expendi- Cash of goods 
tures payments and services 





Purchases of goods and services by 
general government agencies 
Wholly owned government enterprises: 
Capitaloutlays ....... 
Current outlays ....... 
Transfer payments (including interest): 
From budget accounts 
From trust accounts 
Grants-in-aid ...... Pe Wh 
a ee 
Purchases of existing assets 
Financial exchanges ....... 
Intragovernmental transfers and non- 
cash transactions ........ 
Expenditures of government-sponsored 
enterprises: 
Federal Land Banks .... . xX 
ak et aw sk 


me RM KK Rh KK OK 
AAKKKMM KK MK 





*Federal Home Loan Banks, Federal Deposit Insurance Corporation, and Banks 
for Cooperatives. 
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of goods and services. As can be seen, purchases by general govern- 
ment agencies of currently produced goods and services are 
included in all three series. The bases of measurement differ some- 
what. The budget series is essentially on a check-issued basis, the 
cash series on a checks-paid basis, and the purchases on a delivery 
basis. 

The following categories are included in both the budget and 
cash measures but excluded from the federal component of GNP: 
transfer payments from budget accounts; grants-in-aid to state 
and local governments; subsidies; current outlays of wholly-owned 
government enterprises; purchases of existing assets; and financial 
exchanges, such as loans. Transfer payments from trust accounts 
and the expenses of the Federal Land Banks are included only in 
the cash series. Intragovernmental and noncash transactions are 
included only in budget expenditures. 


Common Shortcomings of the Three Series 


Despite the differences in the scope of transactions covered, all 
of the three series are closely connected. They are all variations of 
budget expenditures and generally measure the flow of the govern- 
ment spending process at its completion, when production is 
finished and delivery or payment is made. 

Contrasted to this general uniformity of measurement on the 
part of the currently available and used series on government 
spending, federal spending is a process, a flow of financial activity; 
“expenditures” or “payments” or “purchases” represent just one 
point among many in an often lengthy series of actions. Under 
some circumstances, attention should be focused on the earlier 
phases of the spending process in order to gauge adequately or 
understand the economic impact of a government spending pro- 
gram, particularly one involving goods and services produced in 
the private sector of the economy.'7 

Aside from their availability, one of the main reasons why the 
three “expenditure” measures can be so generally employed is that, 
during a period of stability or little change in government opera- 
tions, they are quite satisfactory. When the composition and level 
of government programs are stable, the length and complexity of 


“Cf. Murray L. Weidenbaum, “The Timing of The Economic Impact of Govern- 
ment Spending,” National Tax Journal, 12 (March 1959), 79-85. 
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the federal spending process can usually be safely ignored. The 
current levels of authorizations granted, contracts let, production 
performed on government account, and federal expenditures 
incurred are all approximately the same for such a procurement 
program, and any expenditures series is generally adequate to 
measure the impact on the economy. 
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F. Norman Hearn 


Accounting in the 


Public Health Service 


Since its inception in 1798, the United States Public Health Service 
has grown to a far-reaching organization having some 25,000 employ- 
ees. For its operation 150 different budget activities are maintained as 
a part of the over-all system of fund control. Primary fund allotments 
are issued within the amounts apportioned by the Bureau of the Budg- 
et, and secondary allotments are then issued to each organizational 
unit in the field. The accounting system of the United States Public 
Health Service is decentralized, and complete financial records are 
maintained in forty-two accounting points established for accumula- 
tion of financial data. A uniform chart of general ledger accounts is 
used so that control ledgers at every accounting point will have the 
same structure, thus providing a means for the preparation of con- 
solidated reports. 

Mr. Hearn is Fiscal Officer, United States Public Health Service. 


THE United States Public Health Service is probably the most 
potent single body in the world in man’s never-ending battle 
against disease. Organizationally it is the largest operating agency 
in the Department of Health, Education, and Welfare with some 
25,000 officers and employees. It is multipurpose within its mission 
of fighting disease in that it covers the gamut of medical research, 
preventive medicine, care of the sick, and engineering exploration 
in the fields of water and air pollution and radiological health. 
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Its inception (1798) antedates George Washington’s death by a 
year, and now the Service has completed more than 160 years of 
contribution to the improved health of mankind. Known in the 
beginning as the Marine Hospital Service, it was financed by a 
“hospital tax” collected on wages of seamen. This tax provided 
about $50,000 per year. From time to time Congress appropriated 
additional amounts, but the total appropriated for the first fifty 
years was less than $800,000. The Service was almost one hundred 
years old before there was substantial expansion in its activities; 
in 1907 appropriations exceeded $2,000,000 for the first time. With 
the advent of World War II, activities increased to the point where 
nearly $150,000,000 was made available by the Congress in 1946, 
In the past ten years Service funds have increased five-fold to exceed 
$800,000,000. 

Better than almost any other way, a simple listing of its principal 
appropriation titles will describe the activities of the Service and 
point up their far-reaching ramifications: Assistance to States, gen- 
eral, Grants and Special Studies, Alaska, Control of Venereal 
Diseases, Control of Tuberculosis, Communicable Disease Activi- 
ties, Sanitary Engineering Activities, Grants for Waste Treatment 
Works Construction, Grants for Hospital Construction, Hospitals 
and Medical Care, Foreign Quarantine Activities, Indian Health 
Activities, Construction of Indian Health Facilities, National Insti- 
tutes of Health, Mental Health Activities, National Cancer Insti- 
tute, National Heart Institute, Dental Health Activities, Arthritis 
and Metabolic Disease Activities, Allergy and Infectious Disease 
Activities, Neurology and Blindness Activities, Grants for Con- 
struction of Health Research Facilities, Operations, National 
Library of Medicine, Retired Pay of Commissioned Officers, and 
Salaries and Expenses. The complexity of the appropriation struc- 
ture touches upon every fiscal action taken in the Service. This fact 
directly complicates the related fund allotment pattern, even under 
the generally accepted concept that only a single allotment should 
be issued to each location for a given appropriation.! The system 
maintenance of general ledger accounts and issuance of financial 
reports likewise must be tempered to meet this ever-present 
problem. 


*Public Law 863, 84th Cong. 
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Some 150 budget activities are accounted for as an integral part 
of the system of fund control. For example, there are nine budget 
activities (projects) under the appropriation “Hospital and Medical 
Care,” i.e., operation of hospitals, operation of outpatient clinics 
and offices, operation of health units, Coast Guard medical services, 
nursing resources, nurse training grants, dependents’ medical care, 
payments to Hawaii, and administration. At the present time, these 
are treated in the accounts as though they were legal limitations, 
the effect being a positive fund control of each budget limitation. 
(There is under active consideration further reduction in the num- 
ber of fund allotments and substitution of cost accounting for many 
projects beneath the appropriation level.) 

Primary allotments are issued within the amounts apportioned 
by the Bureau of the Budget each fiscal quarter to the chief of each 
bureau of the Service. Secondary allotments are then issued by the 
bureau chiefs to each division or other organizational unit at head- 
quarters and each station (institution, office, and the like) located 
in the field. These latter allotments are within the budgetary 
apportionments by activity and constitute the basis for reporting 
the status of funds on a periodic basis. 

The funding pattern is complicated in a great measure by the 
organizational structure of the Service. There are four bureaus: 
the Office of the Surgeon General, containing the staff divisions or 
central services (Personnel, Administrative Services, Finance, and 
Public Health Methods); the Bureau of Medical Services, super- 
vising the hospitals, foreign quarantine inspections, Indian health 
activities, hospital construction, and related medical activities; the 
Bureau of State Services, supervising state-related activities such 
as communicable disease control, water-pollution control, air- 
pollution control, venereal disease control, tuberculosis control, 
and the like; and the National Institutes of Health, comprising 
research activities for cancer, heart, mental health, dental problems, 
arthritis and metabolic diseases, allergies and infectious diseases, 
neurology, and blindness, as well as grants for health research facili- 
ties. The National Library of Medicine, on the same organizational 
plane as the bureaus, houses the largest collection of medical 
literature in the country. 

The bureau and divisional activities thread outward to the field 
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where various installations carry on the “front line” contacts with 
the clients served. The Service operates fifteen general, neuropsy- 
chiatric, and tuberculosis hospitals and one leprosarium; four 
major field centers and laboratories; fifty-eight Indian health 
hospitals; and nine regional offices, besides several hundred out- 
patient clinics and offices and foreign quarantine stations. The 
managers of the principal installations are fund allottees and are 
responsible for program operations within the monetary limits 
imposed upon them. 

The accounting system of the Service is decentralized. Forty-two 
accounting points are established. Complete financial records are 
maintained at each of the sixteen hospitals, four medical centers, 
nine regional offices, two principal foreign quarantine stations, 
seven areas and subareas of the Indian health program, two large 
clinics, the National Institutes of Health, and the Division of 
Finance (for headquarters activities). 

The Division of Finance is also the control point for consoli- 
dating financial reports, maintaining general ledger control 
accounts, and installing accounting systems throughout the Service. 
The Office of the Chief and the Budget, Fiscal, and Internal Audit 
Branches do the staff work and direct the over-all financial manage- 
ment aspects of Service operations through policy formulation and 
execution. Financial management personnel located in the 
accounting points are administratively responsible to the officer in 
charge of that activity and are technically responsible to the Divi- 
sion of Finance for accounting instructions and guidance. Through 
its manual issuances, a uniform system of accounting is achieved 
throughout the Service. © 

A uniform chart of general ledger accounts (see Exhibit 1) is 
maintained so that control ledgers in every accounting point have 
the same structure, and the reports derived from them are suscep- 
tible of ready consolidation. Exhibit 1 shows the relationships of 
the accounts in the field accounting points with those maintained 
at the control point in Washington, and whether or not by appro- 
priation or fund. Home office—branch office relationships are main- 
tained, accountingwise, through the interlocking Account 500, 
“Inter-Office Control.” Failure on the part of any one of the forty- 
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ith Exhibit 7. Chart of general ledger accounts 
mi Maintained by: 
ur 
Ith Div. of 
ut Field finance Appro- 
‘he acctg. control priation 
points point’ or fund 
are 2 
its Asset accounts 
101. Disbursing authority x x 
we 101.1 Disbursing authority—Disbursements x x x 
wil 101.2 Disbursing authority—Reimburse- 
ments x x x 
. 104. Deposit funds x x x 
ms, — 105. Cashier funds x x x 
rge 107. Available receipts x x x 
of | 108. Unappropriated receipts x x 
110.1 Accounts receivable—Refunds x x x 
oli- 110.2 Accounts receivable—Reimburse- 
rol ments x x x 
oil 110.3 Accounts receivable—General fund 
: receipts x x x 
dit 111. Loans receivable x x x 
is& — 112. Accrued interest receivable x x x 
ind 113. Travel advances x x x 
the — 116. Contract authorizations x x 
-in 117. PBS authorizations x 
ivi- 119. Estimated receipts x x 
igh 120. Advances to other government ac- 
vail counts x x x 
121. Advances to others x x x 
: 125. Stores x x 
) is 128. Stores—Trust x x x 
av€ — 132. Investments x x 
ep- 135. Investments—Trust x x 
3of § 137. Equipment x x 
ned 140. Equipment—Trust x x x 
sro- — 143. Fixed property x x 
in. 146, Fixed property—Trust x x x 
Liability accounts 
oo eae 
, ccounts payable x x x 
Tt’ § 251.1 Accounts payable—Government 
agencies x x x 
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Maintained by: 





Div. of 


Field finance Appro- 





acctg. control priation 
points point or fund 

251.2 Accounts payable—Others x x x 
261. Accrued liabilities x x 
261.4 Payrolls payable x 
261.41 Accrued QS and L credits x 
281. Unapplied deposit funds x x 
291. Liability for cashier fund advances x x x 
Proprietary accounts 
351. Capital x x 
351.1 Capital—Donated x x x 
371. Capital—Trust x x x 
Budgetary accounts 
451. Unapportioned funds x x 
455. Unallotted funds—Subsequent quart- 

ers x x 
456. Unallotted funds—Current quarters x x 
461. Unobligated allotments x x x 
465. Unpaid obligations x x x 
471. Expended funds x x x 
Interoffice account 
500. Interoffice control x x x 
Expense accounts 
601. Expenses x x 
Statistical accounts 
701. Retirement funds deposited x x x 
702. Life insurance deductions & contribu- 

tions deposited x x x 
711. Treasury receipts deposited x x x 
751. Retirement deduction—Current cal- 

endar year x x x 
755. Retirement deductions—Prior periods x x x 
756. Retirement contributions—Current 

calendar year x x x 
757. Life insurance deductions x x x 
758. Life insurance contributions x x x 
761. Treasury receipts x x 
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two accounting points to record an interoffice transaction in a given 
month will be reflected in this account. 

Most of the accounts are self-explanatory. Some are peculiar to 
the Service operations, however, and these will be explained forth- 
with. Account 117, “PBS Authorizations,” is an asset account main- 
tained to show the amount allowable by the Public Buildings 
Service of the General Services Administration for repairs to and 
maintenance of our hospitals. This is not an allotment, per se, but 
an informal allowance as indicated by the P.B.S. All such work is 
charged to P.B.S. funds. Account 261.41, “Accrued Q.S. and L. 
Credits,” is an account maintained also by the hospitals, to show 
the amounts withheld from the pay of personnel for quarters 
occupied, for subsistence furnished them, and for laundry service 
at the hospital facility, in order to reflect the gross amount of pay 
for the cost accounts. 

Trial balances are prepared monthly on strip-type report forms 
and forwarded to Washington for examination, consolidation, and 
reconciliation. Some accounts are reported by appropriation sym- 
bol, whereas Account 601.1, “Expense Account Control” is not. 
The self-balancing feature is maintained by using a separate strip 
report for the accounts which are not by symbol, in conjunction 
with the ones by appropriation symbol. The same consolidation 
techniques are employed here as are used in pulling together the 
“Reports of Allotment Status,” as hereafter explained. 

Allotment status reports are prepared by each accounting point 
on a monthly basis and are consolidated in the Division of Finance 
by budget activity and appropriation. From these basic data, 
internal operating and external reports are prepared. Strip-form 
incoming reports are related without the necessity of transcribing 
any data. A single strip is prepared for each fund allotment in each 
accounting point and forwarded to the control point in Washing- 
ton. Here they are related, first by budget activity (“Report of 
Project Status”) and totaled across. The resultant “Reports of 
Project Status” are then related and totaled by appropriation on 
a form entitled “Report of Appropriation Status.” The consoli- 
dated reports are photostated for distribution to interested bureaus 
and divisions at headquarters. A copy of the incoming report is 
furnished also by the preparing accounting point to each program 
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allottee for whom accounts are maintained. Reporting both “up 
and down the line” is thus accomplished from the same basic 
report form. 

The desire of the American people to be helpful, particularly in 
compassion for those in distress, has resulted in private contribu- 
tions to the various gift fund accounts which the Service has legis- 
lative authority to establish in trust to carry out the specific pur- 
poses of the donors. Most of these are directed to the more “glamor- 
ous” programs such as cancer, heart, and mental health and the 
other research programs which have related private societies in 
operation, but some are of a more general nature, given to the 
Service to be administered in its best judgment and the public 
interest. 

Another fact little known to the layman is the existence of the 
Commissioned Corps, which comprises a professional group of 
doctors, dentists, nurses, engineers, and others and which number 
about five thousand, or one-fifth of the total Service personnel. 
This compact organization represents the program directorate. 
Accountingwise, they are paid under the same law and regulations 
as the officers of the Armed Forces. Their travel is governed by the 
Joint Travel Regulations, which also regulate this activity in the 
other uniformed services. Its retirement system, however, stems 
from the basic Public Health Service Act for its regular corps mem- 
bers, while its reserve component comes under the Civil Service 
Retirement Plan. Their benefit entitlements differ radically and 
further complicate the accounting processes. 

The programs of the Public Health Service intertwine many 
other governmental agencies. For example, our medical doctors 
ride the seven seas with the Coast Guard, on cutters and even in 
polar explorations, giving medical care and attention to its mem- 
bers, who are beneficiaries of the Service. Doctors are assigned also 
to the various penal institutions of the Bureau of Prisons, Depart- 
ment of Justice, for medical care to prisoners, for which funds are 
transferred to the Public Health Service. Commissioned personnel 
are assigned to the missions of the International Cooperation 
Administration overseas; we work very closely with the World 
Health Organization. Employee health units are maintained in all 
the major agencies in Washington and in some field establishments. 
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The Office of Civil and Defense Mobilization has our people on 
detail working on the various possible casualty care problems; and 
our people work closely with the several state Health Departments 
in common health measures. All of these relationships create 
different and often unusual accounting problems. 

In addition to the annual accounts, a stock fund is employed to 
finance a central purchasing organization to supply medical items 
to the hospitals and clinics on a reimbursable basis. A separate 
segment finances the storeroom of the National Institutes of Health 
and several other of its central services. Industrial-type funds are 
utilized in the two neuropsychiatric hospitals (located at Lexing- 
ton, Kentucky, and Forth Worth, Texas) to finance the several 
industries which provide therapeutic treatments to the patient 
inmates. Furniture and garment factories, a printing plant, and a 
farm are among these business-type activities. A full accrual 
accounting system is used here as well as in the stock fund 
operations mentioned above. 

The research activities carried on at the National Institutes of 
Health have created many accounting problems not normally 
expected. For instance, each category of disease (represented by a 
separate institute) is financed by a separate annual appropriation. 
The Clinical Center (a fourteen-story combination research labo- 
ratory and patient care installation) is financed in turn from a 
management fund, into which cash funds are transferred from the 
categorical appropriations on a formula basis each year. The for- 
mula involves the ratio of beds expected to be occupied by patients 
under the care of each institute to the total beds available in the 
Center. It will easily be seen that cost accounting with any degree 
of accuracy is most difficult under such conditions without such a 
large proportion of percentage allocations as to make many costs 
meaningless. The imposition of a time-reporting system among pro- 
fessional personnel is not advocated, for it could not be maintained 
except on a more or less arbitrary basis. Arbitrary cost allocations 
can be made as accurately and with less cost. 

Obviously, too, costs can be neither forecast nor controlled on 
tesearch projects, since research is largely in the area of the 
unknown. The fabrication of a device designed by a scientist for 
the laboratory may evolve in development. To record its cost 
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would be a task out of all proportion to the value to be gained 
and would be meaningless for any comparisons or development 
of cost-consciousness in personnel whose main aim is to find the 
answers to some of the most baffling diseases known to mankind. 
The usually accepted basis of costs for a hospital-type organization 
is the ‘‘patient-day,” but since the National Institutes of Health is 
not primarily a hospital, but rather a research laboratory, patient- 
day costs play a secondary and noncomparable role. The primary 
roles are played by the research scientist and the laboratory tech- 
nician, and in these fields comparative costs are nonexistent. 

This is not to say that certain functional areas are not susceptible 
to cost finding. In those areas where research, per se, does not enter 
the picture, long-range plans call for development of cost data. 

The personnel of the National Institutes of Health totals approx- 
imately seven thousand. It has been found feasible recently to place 
its payroll on electronic accounting equipment. Tabulations show- 
ing the entire pay composition for all employees are produced ona 
biweekly basis. Time and leave records are also maintained on 
punch-card stock susceptible of electronic data processing. Finan- 
cial reports are run off periodically. Other fiscal records will find 
applications in this area as time goes on. The principal use of elec. 
tronic data-processing equipment at the National Institutes of 
Health, however, pertains to the development of medical research 
statistics and related problem applications. 

Accounting in the Public Health Service, for the most part, has 
been on the fund and obligation basis (until recently, only revolving 
funds were maintained on a commercial accrued accounting basis). 
Study has been directed toward reduction in the number of fund 
allotments as one of the accounting improvements advocated and 
included in Public Law 863. Considerable progress has been made 
in this direction—much more can be attained in conjunction with 
the conversion to cost-type accounting. Cost accounts with 
“expenditure-level” limitations will be substituted for the fund 
allotment accounts, except at broad management levels (fund 
allottees). The latter, of course, will be required as long as anti- 
deficiency controls and Section 1311 certifications are required. 

A three-to-five-year plan for full development and implementa- 
tion of the principles of Public Law 863 throughout the Service is 
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contemplated. The initial step was taken, effective July 1, 1959, 
when the accounting systems of sixteen hospitals were converted 
to a full accrual cost accounting system. The allotment ledger with 
cost-center account “overlays” (by means of which separate records 
are machine posted simultaneously) are employed to maintain fund 
controls and liquidate obligations by accrued expenditures. A trial 
balance of the cost-center accounts represents the accrued expendi- 
ture register. A disbursement register completes the principal 
accounting records. Expense and resources accounts (debit bal- 
ances) and accounts payable (credit balances) are posted from sum- 
mary journal vouchers on a monthly basis. Cost centers have been 
established for the various departments of the hospitals on a uni- 
form basis for major cost centers. Some latitude has been given in 
the development of subcost centers. The cost centers have been 
chosen that will best serve the needs of local hospital management 
on a monthly basis. Once a year, for the purpose of the special 
report to the Bureau of the Budget, further analyses will be made 
on an object classification basis within each cost center. 

As a further refinement in the hospital accounting system, it is 
planned to utilize a revolving fund to finance the stores inventory, 
thus relieving the operating appropriation of the asset value of the 
inventory. Costs will be applied to the operating departments on a 
supplies issued basis, for which the operating appropriation will 
reimburse the revolving fund as often as practicable. The use of 
this technique will avoid the necessity of calculating the increase 
or decrease in inventory value (beginning and end of year) in 
converting costs to obligations for budget support, and provides a 
smooth method for applying costs of supply issues. 

The use of conventional accounting equipment provides an ade- 
quate basis for maintaining such a combination accrual and obliga- 
tion system because of the “by-product” or “overlay” technique 
of posting obligation liquidations to the allotment ledger in the 
same operation as the liquidations (accrued expenditures) are 
posted to the cost-center ledgers. 

Operating cost statements compare, for each cost center, the 
actual costs with the estimated budget amounts originally estab- 
lished (at the beginning of the fiscal year) and as revised from time 
to time. The left-hand stub of the report reflects the cost and sub- 
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cost centers with further analyses shown in headings across the 
page, e.g., inpatient costs, outpatient costs, nonhospital costs. As an 
illustration of the type of data accumulated and reported, a portion 
of a hospital operating report reflecting the column headings and 
some of the administrative expenses is shown in Exhibit 2. These 
reports are prepared quarterly for the use of headquarters’ per- 
sonnel, and monthly for guidance of local hospital management 
people. Wherever practicable, unit costs are reflected. 

The second year of the plan should find activity in the develop. 
ment of a cost system for the Indian health group of hospitals. This 
program will present a somewhat different problem because the 
operations differ. Many of the hospitals in this group are relatively 
small, when compared with the Public Health Service hospitals, 
and thus cannot afford a full administrative staff. The maintenance 
of cost accounts in these circumstances must necessarily occur in 
the area (regional) office which has responsibility for management 
of all installations in the area. A few of the hospitals (medical cen- 
ters) are large enough to support fully developed administrative 
staffs and thus will probably be the basis for their own cost 
accounts. 

The third year should see the start of cost accounting in the 
other larger installations and headquarters’ divisions. It is thought 
that the substitution of expenditure accounts for the presently 
maintained allotment accounts will prove less cumbersome for the 
most part. Allotment accounts will be maintained on a broader 
base as antideficiency controls and will not be used as a device 
for segregating cost data. 

As previously indicated, the Service has enjoyed outstanding 
growth during the past ten years, and further expansion, particu- 
larly in the fields of research and radiology, is forecast for the years 
ahead. We in the United States Public Health Service want 
accounting to keep pace with program growth and change. This is 
our dedicated objective. 











Exhibit 2. A portion of a hospital operating report 
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Harold R. Neuburger 


Clerical Cost Control 


In recent years cost analysts have become more concerned with 
administrative and general costs. They have undertaken to establish 
meaningful measures and controls for these costs as well as for the 
manufacturing and distribution costs. Since clerical costs represent 
a significant portion of the administrative and general group, it is 
not surprising that considerable emphasis has been placed on finding 
a means for controlling them. When a clerical cost-control program 
is undertaken, the analyst must consider the company procedures and 
policies which relate to the hiring and training of employees, assign. 
ment of duties, work flow, forms control and document preparation, 
office layout and work conditions, office equipment, and cost consid- 
erations. After new procedures are established and instituted, it is 
necessary that there be a periodic follow-up to determine that unde- 
sirable deviations are not occurring. 

Mr. Neuburger is a certified public accountant and is a partner in the 
firm of Neuburger and Coerver, New Orleans, Louisiana. This article 
is based upon a speech given before the New Orleans Chapter of the 
Federal Government Accountants Association in April 1959. 


THE field of clerical cost is probably the latest area to be explored 
by the cost analyst. His first attention was rightly directed to the 
group of costs comprising what is known as the cost of goods sold 
section of the income statement of profit-seeking companies. It is 
this group of costs which accounts for from 35 per cent to probably 
80 per cent of the sales dollar of profitable enterprises. And any 
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class of cost absorbing such significant proportions of sales should 
certainly require first attention. The volumes written on the sub- 
ject of these costs give some indication of the numerous attempts 
to analyze, control, and supervise them. 

The next area of costs to challenge the analyst were those called 
selling and marketing costs, or distribution costs in the narrow 
sense. These costs, because of the potential savings or improve- 
ments in the selling function that could be realized through knowl- 
edge of types of sales, of economic classes of customers, of methods 
of sales, and of sales territories, presented exciting possibilities. 
And the volumes written on this class of costs, like the manufactur- 
ing costs, have grown steadily and indicate the number of analysts 
exploring this field. 

On the other hand, except for the interest of a few groups, the 
administrative and general class of costs, in which we find the 
majority of clerical costs, have not been treated to the years of 
study given to manufacturing and selling costs. This lack of interest 
in administrative and general costs is probably traceable to the 
period when clerical costs represented a small percentage of total 
operating cost, a period when the duties of accountants and clerks 
consisted of the collection of historical data only. In time, however, 
management became aware of the useful data obtainable from the 
accounting and clerical operations. A new concept of these opera- 
tions took hold. It was realized that these activities could be meas- 
ured, that statistics, budgets, and other useful information could 
be produced to aid management. With the advent of this concept 
new methods of data collection and processing were developed 
which have commonly become known as IDP and EDP. IDP, or 
integrated data processing, refers to the minimization of paper 
work and record-keeping functions to reduce operating expenses 
and processing time necessary in the production of information for 
the use of management. EDP, or electronic data processing, refers 
to the utilization of electronic equipment in integrated data 
processing. 

Clerical costs may be defined as the price paid for performance 
of such functions as communication; record keeping; preparing, 
processing, and filing documents; handling monetary collections; 
and, to some extent, summarizing and reporting on economic 
transactions. Although the majority of clerical costs are found in 
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the administrative and general departments, this definition points 
out that such costs prevail in all departments of an entity, whether 
it be a business, a hospital, a government, or any other organized 
activity. Since clerical costs pervade all departments, it certainly 
follows that they should merit the interest of the cost analyst. 
And from the careful attention of the analyst by means of a 
cost-control program, significant reductions in these costs are often 
accomplished. 

The phrase, cost-control program, is meant to imply that 
attempts at control and reduction of clerical costs should not be 
made in a haphazard manner, because a change in procedure in 
one form, place, or job could very well disturb a satisfactory 
procedure elsewhere. There must be organized planning by a 
competent analyst to maximize the benefits of the program. 

A cost-control program itself includes four broad phases: 
inquiry, challenge, installation, and follow-up. The initial step is 
necessarily the inqury phase, for before any suggestions can be 
made we must know the lines of authority and responsibility within 
the office, the origin and flow of data, the existing methods of 
sorting, recording, and filing data, the frequency and volume of 
document and report preparation, the physical layout, employ- 
ment practices, and salary and wage rates. There are several sug- 
gested methods of gathering the bulk of the required data: (1) Have 
each clerical employee outline his duties. Job descriptions obtained 
by this method should be carefully reviewed, because of the ten- 
dency of some employees to exaggerate their responsibilities. (2) 
Let the section supervisors outline duties and responsibilities of 
those clerks under them. Review is again necessary, as the tendency 
here might be for the supervisor to play down the responsibilities 
of subordinates. (3) Let the analyst sit with and question each 
clerical employee about his duties and observe what he does. Any 
of these three alternatives is probably satisfactory, but the third 
method appears preferable because it removes some of the personal- 
factor limitations associated with the other two. The other infor- 
mation needed in the inquiry phase is obtained by observation 
and study of layout, by examination of procedures, forms, machines 
and reports, by discussion, by reference to existing data, and by 
preparation of flow charts and work-distribution summaries. 
When all required data have been collected, the second or chal- 
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lenge phase begins. This phase presents wonderful opportunities 
for a person with imaginative talents, as there are seven thought- 
provoking areas in which to work. These problem areas and some 
of the points for consideration are listed below: 

1. Hiring and training of employees: Are we hiring the proper 
employees for the job? Do we want specialists or Jacks-of-all-trades? 
Do we exhaust all possible sources for job applicants: schools, 
employment agencies, business and professional organizations? 
Has it been determined that training will be necessary and, if so, 
for how long? Is the training program planned? 

2. Assignment of duties: Are duties assigned with regard to 
capabilities and temperament? Or are they assigned on a pure 
seniority basis, a friendship basis, or some other undesirable basis? 
In this connection, it is often wise to ask the question: Are our 
employees over or under educated for their jobs? A misplaced 
person is an unhappy one who will probably not do his best work 
or even stay at the job. 

3. The flow of work: Does the flow follow the straight-line prin- 
ciple as far as possible? Have all steps in the flow been satisfactorily 
cleared as necessary, particularly the internal audit steps? This does 
not mean audits by visiting auditors; it refers to the checking by 
one employee of the work of another. Many times internal check 
steps are carried to extremes. Is the present filing pattern necessary 
and efficient? Is the preparation of reports and statistics properly 
timed? 

4. Forms control and document preparation: Is there a list of 
all forms used? Who controls it? Have all forms, their content, and 
the number of copies of each been determined to be useful? Are 
they best prepared in pencil, ink, or by machine? Familiarity with 
some of the bookless bookkeeping methods successfully used is of 
great value when working in the forms control area. 

5. Office layout and working conditions: Are desks properly 
aligned for work-flow simplification and space utilization? Are 
filing cabinets, typewriters, adding machines, telephones, and other 
mechanical! equipment located adjacent to employees who will use 
them? What about such things as proper lighting, wall and ceiling 
colors, and room temperature? Certain conditions are conducive 
to efficient performance while others are detrimental. 

6. Use of office machinery: Does existing equipment do the job, 
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or do we have equipment producing a great deal of unnecessary 
statistics? Are proposed changes being made for improvement in 
efficiency or for prestige reasons? How will suggested office 
machinery tie in with the present operation, and what about 
machine operators? Do we have them or will they have to be hired 
or trained? What effect will new machines have on existing 
employees? A word of warning is necessary here. Since office 
machines manufacturers have made some wonderful tools for the 
increased efficiency of clerical and accounting operations, there is 
an increased tendency toward mechanization of clerical operations. 
Many times specialized equipment is purchased without full con- 
sideration of other machines and, more basically, other methods 
and relative cost. Machines are wonderful, but they are not always 
the best way to perform certain operations. 

7. Cost considerations and budgets: All of the considerations 
above, of course, must be finally determined in the light of relative 
costs, for that is the main purpose of the entire program. And in 
conjunction with cost considerations, budgets for individual and 
groups of costs should be prepared as guideposts for judging accom- 
plishment of planned activities and for planning future action. 

Once the recommended procedures are determined, and assum- 
ing there will be some changes in existing procedures, the next step 
is installation of the suggestions adopted. Real skill in the “getting- 
along-with-people” technique is extremely important in the instal- 
lation of new procedures. On this thought, there should not bea 
great deal of difficulty with management, for management had to 
be sold on the program in order for it to have been started. The 
problem now is to overcome the resistance-to-change attitude in 
the employees affected by revised or new procedures. An employee 
dissatisfied with a change affecting him can certainly play havoc 
with such a procedure. After all, he is part of the old process, and 
to change that process is to change him. 

In the installation of changes in procedures, there is some dis 
agreement among consultants as to whether the soundest approach 
to adopt is the piecemeal or the package plan. The proponents of 
the piecemeal approach argue that it provides time to investigate 
the results of each change before beginning another. The effect on 
employees’ efficiency and morale is less disturbing, and the “bugs” 
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are worked out individually. The proponents of the package 
approach, on the other hand, argue that until all changes are 
implemented all deficiencies in the procedure are unknown. Since 
a crash program accomplishes quicker and more efficient results, 
the reaction of employees is known immediately, and therefore 
the ill effects can be corrected with a minimum of delay. 

Regardless of the installation approach used, once the installa- 
tion is made, we arrive at the final step in the cost-control program 
which is the never-ending phase of follow-up. It is often surprising 
how many changes occur in an established procedure with the 
passage of time and the turnover of personnel. Unless guarded 
against by frequent review, any system will become a modified 
version of the original plan. 

It is hoped that this discussion has not led the reader to believe 
acost-control program is applicable only to businesses, particularly 
the larger ones. There are applications of such a program appro- 
priate for almost any organized activity. It has been applied in 
businesses employing hundreds of clerical employees and in others 
with as little as three office employees, and in the technical services 
of the Army as well. 

For example, the writer knows of a manufacturing company 
employing over one hundred factory employees. It is a very old 
company, yet its accounting department had never prepared a 
monthly or quarterly financial statement. As a result of following 
a cost-control program such as outlined here, the information the 
company needs for pricing products has been refined into a stand- 
ard cost accounting system; sales are now being costed daily; month- 
ly financial statements are being prepared regularly with realistic 
figures; an operating budget has been developed and is being effec- 
tively employed to indicate trouble spots; no clerical employees 
have been terminated, but several have been reassigned commen- 
surate with their abilities to other tasks; a check-voucher system 
has been installed to replace one formerly performed in two steps; 
and as a result of information being collected it is expected that 
the number of styles of products now manufactured can be reduced 
by more than 50 per cent with a consequent reduction in processes 
and inventory investment. This job was rather substantial, but, to 
present an example of the opposite extreme, there is the case of a 
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hardware company which had but three office employees. As a result 
of its cost-control program the company was able to eliminate the 
retyping and comparing of all orders received from salesmen, to 
eliminate a duplication in its billing operation, to institute controls 
over refunds and credit memos which were followed by an immedi- 
ate reduction in sales returns, to eliminate its invoice-received 
register, to discontinue transcribing each cash disbursement in the 
journal. These changes provided material reductions in its office 
routines so that the existing employees were then in position to 
provide useful data to management and to take on with only 
nominal additional cost the expected increase in volume for the 
next several years. 

Another example of cost analysis with which the writer is familiar 
was a study of the clerical operations of a division of one of the 
Army technical services. It was estimated that if the recommended 
changes in clerical operations were adopted and implemented, the 
savings in cost would be approximately 25 to 30 per cent. Some of 
these changes included the elimination of twenty forms and the 
processes incident thereto, which were considered unnecessary or 
uninformative, and institution of changes in seven other areas 
permitting better control of data and compliance with policy 
simultaneous with reduction in preparation time. 

Every office manager or controller is participating to a degree 
in some steps of a cost-control program on a continuous basis when 
he decides, for example: that he needs two girls for posting cus. 
tomers’ accounts rather than one or three; when he has desks or 
equipment rearranged for improved efficiency; or when he decides 
to combine certain operations for preparation of related data. 
These accomplishments are certainly significant, but unfortunately 
not many controllers and office managers have the time to attend 
to a thorough cost-control program, and a thorough program usual- 
ly requires the undivided attention of an analyst. However, wheth- 
er an employee or a professional consultant is selected, a cost- 
control program planned and carried out by a competent analyst 
should help the company, government, or institution accomplish 
the purposes for which it exists at the least possible cost to the 
customer or taxpayer. 
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Walter R. Flack 


Mutual Responsibilities of 
Certified Public Accountants and 


Federal Government Accountants 


Accountants, whether independent practitioners or government 
employees, have broad responsibilities to the general public. Although 
the means of discharging these responsibilities may differ between 
public and governmental accountants, the end results should be the 
same, namely, the development of sound accountabilities which accu- 
rately portray financial events. Since rules and regulations cannot be 
formulated to cover every particular case, the accountant ts often called 
upon to express subjective judgments. If these judgments are to be 
without bias, accountants must maintain themselves on a high pro- 
fessional level and be without regard to selfish interests. 

Mr. Flack is a certified public accountant and the senior partner of 
the public accounting firm of Walter R. Flack & Co., of San Antonio, 
Texas. This article is based upon a speech given before the Federal 
Government Accountants Association of San Antonio on January 7, 
1958, 


AS accountants, all of us are members of the same general profes- 
sion. Because of the difference in the clients we serve, we belong to 
different associational groups and have somewhat different uses 
for our services and professional talent. These differences come 
from the variances of earning a livelihood, however, and do not 
change the fundamental principles of our profession or the fact 
that all of us must always be motivated by considerations other 
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than just the earning of money. Only when one practices within 
standards, ethics, and general social principles, having the public 
good as his main objective, can he be said to be properly practicing 
a profession. Certainly this over-all boundary for accountants does 
not limit membership in the accounting profession only to those 
who practice public accounting but includes also those who are 
employees of private firms and all agencies of the government. 

It will not be possible to include every group in this discussion; 
hence I will limit my remarks, with a possible passing exception, 
to the certified public accountant in public practice, the group 
of which I am a member, and the federal government accountant, 
of which group you are members. 

The certified public accountant has for many years provided 
the leadership in developing generally accepted accounting and 
auditing principles, standards, and techniques, principally through 
organizations, local, state, and national—the latter being the 
American Institute of Certified Public Accountants. Because of 
these efforts of the last fifty years, the business community tends to 
use the accountant’s view for its concept of income and capital and 
for the presentation of its financial affairs. By applying our slowly 
and painstakingly developed methods, we have greatly reduced the 
widely different concepts of income and wealth arrived at by differ- 
ent business and professional people. When an economist, or an 
attorney, or a banker, or an engineer, or an architect uses the 


expression “income” or “wealth,” each does not mean quite the, 


same thing as is meant by any of the other persons. But the account- 
ant has furnished a concept which is being generally accepted by 
the entire business community. 

In the development of this concept the CPA has been required to 
maintain standards of competence and ethics that were designed 
primarily to protect and to benefit the public. He is most conscious 
of the fact that he holds a position of public trust and respect. But 
in addition to the business community the government also must 
rely on these generally accepted principles before it can arrive ata 
mutual medium for understanding, especially of its regulated busi- 
nesses, its extraction of necessary funds through tax processes, and 
the accounting for its own affairs. Obviously then, those who work 
with the government, as well as those who work with the private 
citizen or the business corporation, serve the public good. In pro 
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portion to the extent that both groups increase in their under- 
standing of each other, their success will be measured. 

Mr. O. Glen Stahl of the United States Civil Service Commis- 
sion, in expressing a personal view said, “Those holding public 
office, as servants of the public, are not owners of authority, but 
agents of public purpose.” This contrast between the view of public 
servants as agents of public purpose and the contrary view of them 
as owners of authority sharply sets forth the eternal conflict between 
good and evil that besets any public employee. Certainly it means 
to the government accountant that he is morally bound to serve in 
any capacity which will advance the public interest, whether it be 
supporting a piece of legislation, settling disputes or making com- 
promises, or drafting forms or regulations by which the citizen is 
to be controlled in his business operation. 

Whether the government employee likes it or not, any fair- 
minded student of the subject will concede that, by and large, the 
public expects higher standards of conduct from its public servants 
than it does from its members engaged in private enterprise. A 
pointed expression on this attitude was advanced by Herbert Em- 
merich, formerly Director of the Public Administration Clearing 
House, Chicago, in reference to investigations of Internal Revenue 
personnel: ‘We are shocked, not because we have a low regard for 
public officials, but because we expect them to have so high a 
standard of integrity.” There are many other such expressions and 
testimonies from men of experience in both government and 
business. 

Governmental influence in the affairs of business, especially 
through taxation and regulation, has increased during recent years 
and no doubt will continue to make new demands and more 
detailed and complicated regulations. Until a person has given 
substantial thought to this proposition, he usually assumes that it 
could be simplified and probably would be if it were not for politi- 
cal influence. Further thought will reveal that if regulation by the 
government is to be fair to each citizen it will necessarily be more 
and more complicated as the individual’s needs increase. There is 
no such thing, for illustration, as a simple tax law. If a tax law were 
really made simple, it would undoubtedly be unfair to some people 
and probably to large groups of people. Only by a very complicated 
set of laws can the fundamental principles be fairly applied because 
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the activities of pressure groups may be depended upon to find 
loopholes and escape, if the applicable law cannot be specifically 
applied to each separate operation. 

The search for increased productivity, the development of mass. 
production systems in the manufacture of goods, and the advance. 
ment in the active scope of the professions all place increasingly 
great emphasis on cost controls, distributions of goods and services, 
borrowing and paying of funds, extraction of various types of taxes, 
and the like. All of these depend upon the language and the media 
of accounting to analyze, interpret, and express themselves. 

Both of our groups must always be alert to our responsibility to 
that intangible thing that we refer to as the public good. It requires 
the best that we have on both an individual basis and a group basis 
where we can carry on organized activities and developments. To 
make just one reference for each of us by way of illustration: a 
CPA in public practice must always be alert in resisting the efforts 
of clients or others having a selfish interest in an audit report ora 
tax return to induce him to imply that the responsibility he assumes 
is beyond that justified by the work that was done. In other words 
we must never let our desire for personal gain, regardless of how 
highly paid we may be, lead us into or even being put in a position 
to be misused. Otherwise some credit grantor, government agency, 
or other user of our service will be misled because of relying upon 
us to do a professional and honest job of practicing accounting, 
You government accountants have the same responsibility to the 
public although it is perhaps in a reverse approach. You must never 
take advantage of, nor go along with, any person or group within 
the government which would allow any citizen or corporation to 
defraud another, to prohibit a lawful practice, or to extract an 
unlawful amount of tax. 

There are many departments and bureaus of our federal govern- 
ment, and no doubt there are many organizations within them 
that I have never even heard of. I suspect that few, if any, have any 
formal code of ethics, but each member, and each employee for 
that matter, is still bound to good ethics and morals because of the 
public trust and the confidential nature of his work. This public 
good that we have mentioned several times requires that every 
federal employee be charged with the responsibility of faithfully 
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and equitably administering and protecting the individual’s rights 
and freedoms. This feeling has always been closely akin to a relig- 
ious fervor, and I see no reason for thinking that it should ever 
change. The “‘Basic Aims” of the FGAA so clearly set this out that 
I have no sales job to perform on you. 

Allow me to discuss for a few moments only one function of the 
government process, in order to illustrate some of the principles 
that I have indicated are applicable to the entire area. This is with- 
in the taxing function, but I believe each of you will be able to 
apply the same principles and perhaps make many more detailed 
applications to whatever department of the government you 
happen to work in. 

Our Congress learned by trial and error that income tax laws 
had to be grounded in accounting concepts and terminology before 
they were workable. Other systems were tried, but they failed. The 
Treasury Department has learned that departures from good 
accounting are usually errors that must be corrected in order to 
have an equitable tax system. Regretably, there are still several 
instances where the tax law does not conform to generally accepted 
accounting principles and standards, and in all of these departures 
the result is most troublesome. To take just one illustration—the 
1954 Internal Revenue Code contained some provisions that 
allowed an estimate to be made for expenses to be deducted in the 
current year, even though they had not been paid, because it was 
reasonable to expect that they would occur. Because of the pressure 
put on by uninformed people and groups, this law was later 
changed. A real hodgepodge of confusion has been the result. I 
predict that similar provisions will be returned to the tax laws in 
the future because they are sound from an accounting standpoint. 
Fortunately, the major portion of our tax structure is in accordance 
with the understandable and acceptable accounting concepts that 
all business groups have come to use as a means of communication. 

The transactions and arrangements of profit operations are 
recorded and interpreted through the use of accounting. Any tax, 
income or otherwise, that is to be levied upon the same transactions 
and arrangements must logically follow this same media. Only by 
such harmony can there be a meeting of the minds and an under- 
standing between the citizen who performs these dealings and the 
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government which taxes and/or regulates them. Our job is to tell 
and sell this fact. The taxing process and the citizens who produces 
the wealth and income are a partnership, and no partnership can 
survive unless it has mutual respect, understanding, and adequate 
communication between the partners. This same partnership has 
had to stay on a workable basis during the hundreds of years that 
record keeping has changed from clay-tablet recording to the 
present-day electronic machine. As accounting has allowed our 
business economy to change from yesterday’s barter system to 
today’s highly complex system of mass production and specializa- 
tion, so it shall both prescribe for and support the business com- 
munity of tomorrow. Unless the taxing process keeps pace and 
harmony with this advance, I fear to speculate what the result 
will be. Mechanization and electronics will reduce the time neces- 
sary to record a business transaction, but they will greatly intensify 
the aspects of analysis, interpretation, and arrangement for both 
the investor, the lender, the entrepreneur, and the taxing 
authority. 

Accounting data is not absolute, and opinions must be subjec- 
tive. The source of the data as well as the person involved must be 
considered in any proper evaluation. For this reason no general 
law or regulation can be formulated that will apply to each indi- 
vidual case. It logically follows, therefore, that since the application 
must be made to each individual situation there must be a pro- 
fessional, equitable, unselfish, and devoted application by each 
accountant. I repeat, here is a challenge for both the CPA in public 
practice and the government accountant. 

It is at least as much, perhaps more, the responsibility of the 
accountant employed in the federal government to use his best 
talents and influence, both singly and in groups like yours, to 
encourage the government’s administrative and legislative bodies 
to use the accounting profession’s best and most advanced develop- 
ments wherever possible. It is understandable human nature to 
assume when a request for a change comes from some outside 
so-called pressure group that the department or legislative body 
receiving the request suspects that this particular group has an axe 
to grind or some unmerited favor to request. The same request, 
however, coming from an internal group within the government 
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would undoubtedly find a much better reception. Who, then, is in 
a better place than your FGAA to foster the proven and desirable 
accounting uses? Your FGAA’s objectives certainly are in full 
accord with this ideal. 

Specifically, to what things do I refer? A comprehensive list 
cannot be given because of the limit of time. Further, a long list 
would no doubt include too large an element of my own personal 
wishes, so permit me to suggest just a few which do not seem 
controversial. 

1. Encourage the use of natural business years by federally regu- 
lated companies. Present demand is for calendar year reporting, 
which has long been proven to be less efficient. 

2. Adopt the cyclical concept for different types of business in 
regard to items such as determination of working capital, balance 
sheet presentation, and profit determination. 

3. Promote the accounting principles now in general business 
use in regard to intangibles, depreciation, capitalization basis, and 
the like. 

4. Improve outmoded record keeping where it exists in any 
department or branch of our government. 

5. Exert every available influence to disregard the efforts of 
pressure groups whose selfish proposals would disrupt more than 
ever the sound accounting applications necessary to fair govern- 
ment. To illustrate by a question: why are the labor unions so 
nearly entirely free from accounting and reporting responsibility? 

6. Strive to narrow the number of exceptions allowed for already 
established law, and clarify applications in such instances as avoid- 
ance versus evasion, requirements to keep adequate records, effi- 
cient internal controls and internal audits, costing, and budgeting. 

These suggestions cover only a few of the more obvious needs. 
I believe, however, that they present a challenge that will use our 
best efforts for a long time to come. The more thought I have put 
into preparing this talk the more it has become apparent to me 
that Joseph Campbell, the Comptroller General of the United 
States, could have included the entire accounting approach when 
he said, “Fundamentally, I don’t think the absence of the profit 
motive in government has any particular effect on the objectives 
of governmental accounting.” 












Herschel C. Walling 


Technical Accounting 


Developments 


GRANTS-IN-AID 


THE application of the concept of obligations to grant-in-aid 
commitments and the determination of when a grant becomes an 
obligation is dependent on several factors. A decision of the Comp- 
troller General to the Small Business Administration (B—140808, 
October 19, 1959) with respect to grants for research and manage- 
ment counseling covered the particular question of whether an 
amendment increasing a previous grant created a new obligation 
or increased the outstanding obligation. This decision included 
the following statement of general applicability: 

... The execution of a grant based upon a proposal containing 
specific objectives, research methods to be followed, and estimates of 
project costs would ordinarily give rise to a definite and maximum 
obligation of the United States. To enlarge such a grant beyond the 
scope of the original is to create an additional obligation and must be 
considered as giving rise to a new grant.... 


Section 22 of Bureau of the Budget Circular No. A-34 sum- 
marizes the application of the law and concept of obligations to 
the several types of grants as follows, in part: 

Unless otherwise required by law, the amount of obligations to be 
included for Federal grant-in-aid programs, shared revenues, and taxes 
payable to States, Territories, and political subdivisions shall be deter- 
mined as follows: 
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(1) For grants which are automatically fixed by a statutory formula 
or specified by law and involve no administrative determination, the 
obligation to be reported shall be the amount determined by the appli- 
cation of the formula or the amount appropriated, whichever is 
smaller at the time the amount so determined becomes available. 

(2) For grants based upon approved financial programs, obligations 
to be reported shall cover only the period of time for which the finan- 
cial requirements have been established and approved and for which 
it has been administratively determined that funds will be paid to 
grantees.... 

(3) For grants based upon approved construction and related proj- 
ects, the Federal share of the project shall be considered to be an 
obligation at the time the project is approved by the appropriate 
Federal authority. 

(4) For any other grants involving administrative determination, 
obligations shall cover the amount approved for payment at the time 
the administrative determination is made. 

(5) Payments in lieu of taxes shall be reported as an obligation at 
the time the taxes would be due. 

(6) Taxes and assessments based on property valuation shall be 
reported as an obligation at the time payment is due, unless further 
action by Congress is necessary to authorize payment... . 


CONTRACT COST PRINCIPLES 


Section XV of the Armed Services Procurement Regulation has 
been revised by the Department of Defense under date of Novem- 
ber 2, 1959. Section XV, entitled “Contract Cost Principles and Pro- 
cedures,” contains general cost principles and procedures for the 
determination and allowance of costs in connection with the nego- 
tiation and administration of cost-reimbursement-type contracts 
and contains guidelines for use, where appropriate, in the evalu- 
ation of costs in connection with certain negotiated fixed-price-type 
contracts and contracts terminated for the convenience of the 
government. 

Rather than the former separate lists of allowable and unallow- 
able costs, the revision contains a single list of selected costs with 
explanatory material on each item. The guidelines for application 
in the negotiation and administration of fixed-price contracts and 
in the negotiation of termination settlements are new. 

The revision is effective with respect to contracts issued on and 
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after July 1, 1960, but compliance is authorized prior to that date. 
Existing cost-reimbursement-type contracts may be amended only 
if the amendment will not be to the disadvantage of the 
government. 

USER CHARGES 


The Bureau of the Budget has set forth general policies and 
guidelines for developing an equitable and uniform system of 
charges for most federal services which convey special benefits to 
recipients above and beyond those accruing to the public at large 
(Circular No. A-25, September 23, 1959). This Circular super- 
sedes and expands the instructions contained in Bulletin No. 58-3 
and Circular No. A-28. 

Circular No. A-25 states that the charge imposed for a special 
service should be sufficient ordinarily to recover the full cost of 
rendering the service. The maximum fee for a special service will 
be governed by its total cost and not by the value of the service to 
the recipient. The cost of providing the service shall be reviewed 
every year and the fees adjusted as necessary. 

Where federally-owned resources or property are leased or sold, 
a fair market value should be obtained. Such charges are to be 
determined so far as practicable and feasible in accordance with 
comparable commercial practices. These charges need not be 
limited to the recovery of costs; they may produce net revenues to 
the government. 

Each agency is to make a report to the Bureau of the Budget by 
December 31, 1959, on its present costs and charges for the services 
and property covered by Circular No. A-25. It will report the 
changes made each year by December 31. 


TRAVEL VOUCHERS 


The Comptroller General rendered a decision (B—140073, Sep- 
tember 4, 1959) on a travel voucher which involved the use of a 
Diners’ Club credit card for the authorized hire of an automobile 
while the claimant was traveling on official business. The decision 
contained the following observations and conclusion: 

The term “receipt” refers ordinarily to a written acknowledgment 
to the traveler that he has paid a certain sum of money as an expense 
of his travel. The receipt required by the regulations, in addition to 
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establishing the fact of payment by the traveler, serves as evidence of 
the amount paid and—of prime importance—details the nature of the 
expense and the basis for the charges. When the traveler obtains goods 
or services on his personal credit either by direct arrangement with the 
vendor, or, as here, through a Diners Club or similar credit card 
account, the invoice from the vendor detailing the nature and amount 
of the expenses naturally cannot reflect cash payment and, therefore, 
such an invoice normally would not qualify as a “receipt” in the strict 
sense of the word. 

However, recognizing that credit arrangements, particularly the 
credit card accounts available to travelers, now constitute a generally 
accepted method of doing business, we will regard evidence of a per- 
sonal obligation incurred by a traveler for allowable goods and services, 
such as the Hertz Company’s invoice here, as being in the nature of a 
“receipt” and as satisfying the requirements of section 11 of the travel 
regulations. 


PROCUREMENT SPECIFICATIONS AND STANDARDS 


The General Services Administration has published a new forty- 
page informational pamphlet, A Guide to Specifications and 
Standards of the Federal Government. This pamphlet is primarily 
for distribution to business firms interested in selling their products 
to the federal government. It describes the development and use 
of the various types of government specifications and standards and 
defines the benefits of their use to both the seller and buyer, as well 
as to the user of the purchased goods or services. It also discusses the 
importance of industry participation in the development of federal 
and military specifications and standards. The pamphlet contains 
information on how to obtain the numerous government speci- 
fications and standards in current use and on where they are 
available for reference. 

Copies of the pamphlet will be made available free of charge to 
individuals and business firms who are prospective bidders, 
through the headquarters and field offices of the Small Business 
Administration, the Department of Commerce, and General 
Services Administration’s Business Service Centers. Copies may be 
obtained by federal agencies from General Services Administration 
Region 3, Administrative Operations Division, General Services 
Regional Office Building, Washington 25, D.C. 
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COMMERCIAL-INDUSTRIAL ACTIVITIES 


Bureau of the Budget Bulletin No. 60-2, Commercial-industrial 
Activities of the Government Providing Products or Services for 
Governmental Use, September 21, 1959, clarifies the existing policy 
regarding competition between the government and private enter- 
prise and provides for the evaluation of all commercial-type enter- 
prises not previously reviewed. The bulletin states as a general 
policy that the federal government will not start or carry on any 
commercial-industrial activity to provide a service or product for 
its own use if such product or service can be procured from private 
enterprise through ordinary business channels. It also states that, 
because the private enterprise system is basic to the American 
economy, the general policy establishes a presumption in favor of 
government procurement from commercial sources 


FEDERAL DISASTER RELIEF MANUAL 


A Federal Disaster Relief Manual has been issued by the Senate 
Committee on Government Operations (Senate Report 807, 86th 
Congress, 129 pp.). It was prepared by the Legislative Reference 
Service of the Library of Congress at the direction of the chair- 
man of the Subcommittee on Reorganization and International 
Organizations. 

The present policy for disaster relief was established by the 
Federal Disaster Act of 1950, Public Law 875, 81st Congress, which 
gave the President broad powers to provide immediate assistance 
through all departments of the government when a major natural 
disaster occurs. The act authorizes the President to provide “an 
orderly and continuing means of assistance by the Federal Govern- 
ment to States and local Governments in carrying out their respon- 
sibilities to alleviate suffering and damage resulting from major 
disasters.” 

The Manual contains information on the assistance available 
from the Office of Civil Defense, the American National Red Cross, 
and various federal agencies. It was prepared primarily for gover- 
nors, mayors, and other local officials who are responsible for 
disaster relief. 
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COMPTROLLER FOR MUTUAL SECURITY PROGRAM 


The Mutual Security Act of 1959, Public Law 86-108, estab- 
lished in the Department of State an Office of the Inspector General 
and Comptroller to be headed by the Inspector General and Comp- 
troller General, responsible to an Under Secretary of State. His 
primary responsibilities include establishing a system of financial 
controls over programs of assistance to insure compliance with 
applicable laws and regulations; establishing policies and standards 
providing for extensive internal audits of programs of assistance; 
reviewing and approving internal audit programs; reviewing audit 
findings and recommendations and making recommendations with 
respect thereto; conducting or requiring the conduct of special 
audits and inspections with respect to end-item use in foreign coun- 
tries; and establishing a system of financial and statistical reporting. 
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Current Publications 


BOOKS AND PAMPHLETS 


American Institute of Certified Public Accountants. Accounting 
Trends and Techniques in Published Corporate Annual Reports, 
13th ed. New York: The Institute, 1959. $18.00. 


The 1959 edition of Accounting Trends and Techniques is com- 
pletely up to date and considers several new topics such as post-balance- 
sheet disclosures and omission of the hundreds of dollars. The publi- 
cation is again based upon a thorough analysis of 600 statements plus 
an informal review of 500 additional reports—all published during 
1958-1959 by corporations of varying sizes in a wide variety of 
industries. 


Gibbons, B. Conway J., and Watts, D. E. Business Experience with 
Electronic Computers. New York: Controllers Institute Research 
Foundation, 1959. 191 pp. $5.00. 


This is a research study and report prepared by Mr. Gibbons and 
Mr. Watts, Directors of the Management Advisory Service Department 
of a national public accounting firm, for the Controller’s Institute 
Research Foundation, Incorporated. The report is a synthesis of what 
has been learned from electronic data-processing installations. 


Institute of Internal Auditors Research Committee. Internal Audit 
and Control of Facilities. (Research Committee Report No. 7) 
New York: The Institute, 1959. 64 pp. $1.00. 
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“This report continues that phase of the research program of The 
Institute of Internal Auditors which is concerned with studying the 
practices applying to internal auditing and control in various areas 
of the operating structure of business. Previous reports have covered 
such fields as purchasing, traffic, payroll and accounts payable. 

“Facilities of some nature are essential to virtually every type of 
business. Since the cost of facilities is often great, and the life compara- 
tively long, it is customary to find rather stringent controls over acqui- 
sition, use and disposition. ... 

“As is developed in the report, the internal auditor is in a position 
to make a constructive contribution to his company in his audit of 
controls over acquisition, use and disposition of facilities. Beyond 
assuring himself that existing controls are in effective operation, the 
internal auditor can bring to bear his knowledge of the physical oper- 
ations and properties of his company to make suggestions for better 
control. 

“This report is based on discussions with men from eight companies 
in various fields.” 


ARTICLES 


Barr, Andrew. “The Independent Accountant and the SEC,” Journal 
of Accountancy, 108 (Oct. 1959), 32-37. 


“The responsibility of independent auditors as outlined in the Secur- 
ities Act of 1933 closely paralleled a rule of professional conduct 
adopted four years earlier by the American Institute. While the rules 
of the SEC and the Institute do not coincide in all respects, the author 
finds that they have a common objective. 

“A review of leading SEC cases involving independence indicates 
that violations of SEC rules by accountants have been exceptional, but 
continuing education is necessary, and it is suggested that the Institute 
tules on independence be strengthened.” 


Bierman, Harold, Jr. “A Way of Using Direct Costing in Financial 
Reporting,” N.A.A. Bulletin, 41 (Nov. 1959), 13-20. 


“Fully aware of possible objections to the solution offered, the 
present author suggests a means of eliminating distortions to income 
but retains conventional inventory valuation methods, thus moving 
cautiously ahead. The article also includes a thoughtful confrontation 
of pros and cons in the direct costing ‘conflict.’ ” 
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Campfield, William L. “Re-Examination of Bases and Opportunitig— ‘ 
for Applying Accounting Judgment,” Accounting Review, 34 (Oct f des 
1959), 555-563. in 


The article is divided into three parts: “(1) a capsule reorientation fra 
to the essential elements and stages involved in the judgment or dec: 
sion forming process, (2) a description of some of the major nonaccount 
ing-type judgments in which qualitative accounting-type judgment § ™* 
can materially aid a management in planning and profit control, and 
(3) a delineation of some of the areas of education and training which 
require added emphasis in developing professional accountants for 
expanded judgmental roles.” 

The author concludes by stating that “the day’is rapidly approach 
ing when professional accountants can no longer afford the luxuy sth 
of merely uncovering static facts and reporting them to management,’ § 
and “that accountants who expect to occupy positions in or with respec § *“ 
to individual business enterprises must be prepared to exercise sound § ™ 
judgment in a variety of new, novel, and often perplexing situation — *“ 
confronting these enterprises.” 





Craig, John B. “Statistical Sampling in Internal Auditing,” Journal 
of Accountancy, 108 (Nov. 1959), 39-45. 


“Arguments for and against reliance on statistical sampling in audit hs 
ing have been presented previously in The Journal, most recently in 
articles by Henry P. Hill and Herbert Arkin in the April 1958 issue. 

“For situations where statistical sampling is appropriate, Mr. Craig 
outlines in detail the steps to be followed in applying this method. His § 
explanation is based on actual application of such techniques to § », 
internal auditing in his own company. 










“The illustrations and chart show how the auditor can use statistical § |, 
techniques as tools in planning for an audit and evaluating the find- 
ings. Conclusions to be drawn from the results remain a matter of 
judgment on the part of the auditor.” St 

it 
Defliese, Philip L. “Auditing When Internal Control is Inadequate,’ tk 

Journal of Accountancy, 108 (Sept. 1959), 37-43. m 

“When audits are performed for clients who wish to keep the cost to 
a minimum, and are not interested in supplementary services in com § 12 
nection with the audit, evaluation of internal control assumes even § tz 






more than its usual importance. 
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“If the audit work is to be kept to a minimum, it becomes especially 
desirable to have a clear understanding with the client—preferably 
in writing—concerning the profession’s position on responsibility for 
fraud detection. 

“An important distinction is drawn between weaknesses in internal 
accounting control, and weaknesses in internal check. The former may 
require extensions of the audit procedures, while the latter chiefly 
affect the timing of audit procedures.” 


Flewellen, William C., Jr. “The Road to Better Collegiate Education 

for Accounting,” N.A.A. Bulletin, 41 (Nov. 1959), 31-38. 

“Both the present educational standards achieved and the problems 
still faced are here reviewed by an educator. He expresses the feeling 
that the attention of practicing accountants, especially industrial 
accountants, is needed, the more so because some of the problems can- 
not be solved except through coordinated efforts of educators and 
accountants.” 


Johnson, James T. “Is the Trust Fund Theory of Capital Stock 
Dead?” Accounting Review, 34 (Oct. 1959), 609-611. 


The author discusses the “trust fund theory” as stated by Chief 
Justice Story in 1825. This theory stated that the capital stock of a 
corporation constitutes a trust fund for the payment of its debts to 
creditors. Mr. Johnson discusses the influences weakening the theory, 
whether the theary is actually “dead”. He concludes by stating, “It is 
believed, however, that the principal features of the trust fund theory 
are still recognized, although perhaps not tied in directly with the 
theory.” 


Leonard, Robert L. “Accounting Needs of Local Government,” 
Journal of Accountancy, 108 (Nov. 1959), 55-59. 


“There are nearly forty thousand local governments in the United 
States, and many more than that number of school districts and author- 
ities of various kinds which handle taxpayers’ money. Taken together, 
they collect and disburse many billions of dollars. Yet their accounting, 
more often than not, is decades behind modern business practice. 

“Among common weaknesses are failure to use accrual accounting, 
lack of proper controls, poor procedures in billing and collection of 
taxes. Financial reporting is likely to be inadequate either for man- 
agement purposes or for voters’ evaluation. 
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“Improvements are being made, and the National Committee gq! 
Governmental Accounting has prepared two publications, ‘A Stan¢ft!t 
ard Classification of Municipal Accounting,’ and ‘Municipal Accounlk 
ing and Auditing,’ which can be helpful. Beyond these, the great negj™ 
is for more professional accountants in government, and more intere 
in government by professional accountants.” ar 











Malandro, Rudolph. “Depreciation Is Not the Problem,” N.AAjpu 
Bulletin, 41 (Sept. 1959), sect. 1, 25-33. pa 


“The present author feels that fixed asset disclosure practices, fel ss 
needs for price level adjustments and, above all, the desire for heavie 
deduction for federal income taxes have created a complex of problem} Pe 
better handled separately.” 



























Melvoin, Charles. “Depreciation in Accountants’ Reports,” Journal in 
of Accountancy, 108 (Nov. 1959), 34-38. in 


“In last month’s Journal, Professor W. A. Paton presented the prin- 
cipal arguments in favor of price-level depreciation. Mr. Melvoin take| fe 
the opposite view. dt 

“Emphasizing the fact that a depreciation charge does not in itself, co 
produce any funds, the author questions how much support there] pt 
would be for price-level depreciation if the proponents did not hope| 
that it would be allowed for tax purposes. | tic 

“Inflation, in his view, presents problems which must be faced by at 
business management, and he does not believe that a change in account} th 
ing would materially help management to understand or to solve 
them.” St 





Merriam, Robert E. .“Federal Fiscal Policy: Its Impact on Loal 
Government Finance,” Municipal Finance, 22 (Aug. 1959), 10-16. 


The author, Deputy Assistant to the President for Interdepartment 
Affairs, discusses the trend of federal expenditures for defense and for 
domestic purposes and the impact of federal expenditures on local} 
finance. 


Paton, William A. “Depreciation—Concept and Measurement,’ 
Journal of Accountancy, 108 (Oct. 1959), 38-43. th 


“While agreeing that the accrual of depreciation is not equivalent 10} th 
provision for replacement, the author disagrees with those who sj 
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_ 
nittee qqthat depreciation has nothing to do with replacement. He contends 
‘A Stanfthat, in a period of inflation, depreciation based on historical cost is 
Accounslikely to mislead managements and investors so that they will not 
reat negjmake adequate provision for replacement. 
e intere} “Tax effects and the depreciation problems in the public utility field 
are considered especially serious. 
“The accounting profession is urged to explore methods of com- 
” N.Adjputing depreciation on the basis of present costs, and presenting com- 
parative financial data in current dollars, before these tasks are under- 


tices, taken by some other group.” 


or heavier 
problems Penney, Louis H. “Continuing Professional Development,” Journal 
of Accountancy, 108 (Sept. 1959), 31-36. 


“Compared with several other professions, accounting has been slow 
"’ Journal|in the development of formal educational programs for those already 
in practice. 
| the prin. “The president of the American Institute of CPAs describes the pro- 
voin take} fessional development program which has been substantially expanded 
during the past year with the engagement of a full-time director. Four 
t in itself) courses are now available, and a dozen others are in preparation or 
ort there| projected. 

not hope) “In conclusion, Mr. Penney says, ‘A substantial portion of the prac- 
| ticing certified public accountants must seek the increasing competence 
> faced byjattainable only through participating in continuing education, else 


n account} the CPA’s claim to professional status will never be fully recognized.’ ” 
r to solve 


Staub, Walter R. “Current Trends in Depreciation Accounting,” The 
iis Controller, 27 (1959), 458-461, 490, 491. 
on 


), 10-16. The author, a partner in a national public accounting firm, presents 
a thorough and objective analysis of the depreciation problems. After 
a short historical review, he gives the position of the current valuation 
and replacement depreciation advocates. The author discusses the 
problem in the light of inflation and deflation and maintenance of 
capital. He concludes by stating that “it is my opinion that for pur- 
poses of presenting the formal financial statement, we should adhere 
to the present concept of income based on historical cost.” However, 
the author is in favor of the use of supplementary information along 
1ivalent!} the lines suggested by the American Institute of Certified Public 
e who SJ} Accountants. 
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Tansill, X. Bender. “Numbering Numbers,” The Controller, % 
(1959), 510-512, 514. 


This is a short article which will serve as a “layman’s guide to 
understanding the numbering system used in computers.” 


Wright, Wilmer R. “Direct Costing—Profit Measurement,” N.A.A. 
Bulletin, 41 (Sept. 1959), sect. 3, 57-68. 


Mr. Wright states that “dire¢t costing was originally devised to pro 
vide a more accurate satemen of income, and that many accounting 
authorities have disagreed wit, this radical concept so that its accept 
ance for external financial repprtng has been retarded.” His artic 
is intended to show “the logic of direct costing for financial reporting.” 
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